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Summary 


Financial institutions serving agricul- 
ture continued to experience improved 
financial conditions in 1991. Total farm 
debt (excluding households) at yearend 
1991 is estimated at $139.3 billion, up 2 
percent from a year earlier, but 28 per- 
cent below the 1984 peak of $193.8 
billion. Commercial banks accounted 
for more than 69 percent of the esti- 
mated $2.8-billion increase in farm 
lending in 1991. Banks and life insur- 
ance companies each posted a 4-percent 
increase in their farm loan portfolios. 


The delinquent share of loan portfolios 
was largely steady at mid-1991. Com- 
mercial banks and the Farm Credit Sys- 
tem (FCS) experienced small seasonal 
increases from yearend 1990, but com- 
mercial lender loan delinquency rates 
were relatively low. The Farmers 
Home Administration (FmHA) loan de- 
linquency rate decreased from 37 per- 
cent at midyear 1990 to 33 percent a 
year later. Loan chargeoffs were negli- 
gible for both FCS and farm banks, and 
the sizable FmHA chargeoffs slowed in 
fiscal 1991 while new regulations were 
being developed. 


Farmers remain careful about acquiring 
additional debt. Farm income declined 
in 1991, but adjustments during 1987- 
90 made farmers and lenders much bet- 
ter able to handle financial difficulty. 
Yet all lender categories report that ag- 
ricultural credit demand was not par- 
ticularly strong in 1991, while the ca- 
pacity to lend remained high. Lower net 
farm income in 1992 and modest farm 
asset growth portend minimal increases 
in real estate and nonreal estate farm 
borrowing. Total farm debt is expected 
to increase 1 to 2 percent in 1992. 


Agricultural interest rates on new loans 
declined about 100 basis points in 1991, 
and are expected to show a similar de- 
cline in 1992. Interest rates on nonreal 
estate loans averaged 9.8 percent for 
commercial banks and 10.3 percent for 
the FCS in 1991. Average real estate 
loan rates averaged 9.7 percent at life 
insurance companies and 9.9 percent for 
the FCS. Commercial agricultural lend- 
ers indicate they would like to make 
more new high-quality loans, but com- 
petition for these loans remains be keen. 


Farm banks now are among the strong- 
est institutions in the banking system. 
Annualized mid-1991 results indicate a 
return on assets of 1.1 percent at farm 
banks, well above the low of 0.4 percent 
in 1986 and the current industry average 
of 0.6 percent. Loan-to-deposit ratios 
were 56 percent at midyear 1991, up 1 
percent from a year earlier, but they still 
showed ability of farm banks to extend 
additional credit. Only 2.2 percent of 
farm bank loans were nonperforming at 
mid-1991 and chargeoffs of farm non- 
real estate loans were only 0.1 percent 
of all such loans through mid-1991. 


Farm banks’ return on equity at midyear 
was 11.4 percent, compared with small 
nonagricultural banks at 10.4 percent. 
Farm banks also were more highly capi- 
talized with a capital-to-asset ratio of 
10.2 percent, compared with 9.1 percent 
at other small banks. The number of 
farm bank failures—10 in 1991—indi- 
cates a general absence of serious finan- 
cial problems among farm banks. 


Direct FmHA lending during fiscal 
1991 was $633.7 million, down $287.6 
million from the previous year and the 
lowest since 1970. Outstanding princi- 
pal on direct farm loans declined $2.1 
billion from mid-1990 to mid-1991. 
The decline was due to reduced new 
lending volume, loan restructuring, and 
loan writeoffs. Total outstanding direct 
loans of $17.8 billion was the lowest 
since 1980. Guaranteed lending ac- 
counted for 69 percent of the new loans 
in fiscal 1991, up from 58 percent the 
previous year. 


Through loan restructuring and foreclo- 
sures, FmHA is reducing its delinquent 
loans. These loans totaled $5.8 billion 
at midyear 1991, down a third from 3 
years earlier. The pace of restructuring 
declined in fiscal 1991 because of pend- 
ing regulatory changes mandated by the 
1990 farm bill. 


The FCS entered 1992 in an increas- 
ingly strong financial condition. After 
suffering substantial losses in loan vol- 
ume during 1983-87, the FCS portfolio 
has stabilized at roughly $50 billion, 
while its share of the farm loan market 
is about 25 percent. FCS earnings qual- 
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ity steadily improved as its loan portfo- 
lio stabilized and the farm sector recov- 
ery progressed. Capital levels have 
been restored. Nonperforming assets, 
though still unacceptably high, continue 
to work their way through the portfolio. 
The FCS is dealing with the difficult 
problem of improving overall cost effi- 
ciency, but weaknesses in the coopera- 
tive and sector-specific nature of the 
system remain to be addressed. FCS 
performance by district varies, but dis- 
tricts that had previously received finan- 
cial assistance are performing well. 


. Life insurance company farm loan port- 


folios continue to improve. Loan delin- 
quenies and foreclosures are the lowest 
since the early 1980’s. This year, life 
insurance companies will have opportu- 
nities to make profitable farm mortgage 
loans, but the competition for better- 
quality loans remains keen. 


Farmer Mac finally guaranteed its first 
loan pool in December 1991. The long- 
awaited start-up of the Farmer Mac I 
market has been stymied by structural 
and economic factors, such as excess 
lending capacity and the complexity of 
the Farmer Mac format. New legisla- 
tion in 1991 gave Farmer Mac the ex- 
plicit authority to purchase senior secu- 
rities or obligations backed by qualified 
loan pools with funds raised through the 
sale of its own securities. While 
Farmer Mac has passed its first hurdle, 
its influence on agricultural credit mar- 
kets remains slight and is expected to 
develop only slowly. Ultimately, the 
Farmer Mac market must demonstrate it 
can offer loan products that are innova- 
tive and competitive with those offered 
through other sources. 


Farmer Mac II, which involves securi- 
ties backed by FmHA-guaranteed loans, 
issued its first offering of $1 million in 
April. Through the end of 1991, $10.8 
million in loans had been securitized 
through the secondary loan market. The 
volume of guaranteed loans sold into the 
market should grow slowly in 1992. 
Many of the same factors slowing de- 
velopment of Farmer Mac I also will 
affect the Farmer Mac II market. 


General Economy 
Recession Continues Through 1991 


Falling interest rates and oil prices provide some relief for agriculture. 








The recession that began in July 1990 
continued through 1991. Although the 
economy began to pick up in the spring, 
the recovery stalled toward the end of 
the year. Inflation was modest and in- 
terest rates fell in 1991. Most forecast- 
ers are predicting a recovery for 1992, 
with little change expected in inflation 
or interest rates. 


Production Sluggish, 
Unemployment Rises 


The recession deepened in early 1991. 
The Department of Commerce’s Coin- 
cident Index, which measures real eco- 
nomic growth on a monthly basis, de- 
clined sharply in early 1991, but began 
to rise in the spring. The increases 
prompted analysts to suggest that the 
recession had ended in March or April 
and a recovery was underway. Indus- 
trial production, a component of the in- 
dex, rose 5.4 percent at an annual rate in 
the second quarter. Other indicators 
confirmed the turn. For example, after 
growing quickly in the first quarter, the 
unemploymentrate stabilized in the sec- 
ond quarter. 


The second-quarter gains were short- 
lived, however. The Coincident Index 
stopped rising in the early fall, and fell 
below its previous low for this recession 
(March 1991) by the end of the year. 
Likewise, the unemployment rate re- 
sumed a slow climb, and in December, 
reached its highest level for the reces- 
sion. 


Consumer spending was sluggish dur- 
ing 1991, falling for the first time since 
1980. Inflation-adjusted, per capita 
consumer income fell for the year, the 
primary reason behind stagnant con- 
sumer spending. Consumer confi- 
dence, which many analysts believe also 
has a significant effect on spending, rose 
dramatically after the Persian Gulf War, 
but fell back to its lowest level in more 


& 


than a decade in the last few months of 
1991. 


Inflation Drops Substantially 


Weak overall demand and crude oil 
price declines following the Persian 
Gulf War reduced inflation substan- 
tially in 1991. Crude oil prices fell more 
than a third early in the year, resulting 
in a 7.4-percent drop in consumer en- 
ergy prices for 1991. Food prices regis- 
tered their smallest increase since 1976. 
Excluding food and energy, consumer 
prices rose 4.4 percent during 1991, 
down from 5.2 percent in 1990. Con- 
sumer prices excluding food and energy 
often indicate underlying inflation pres- 
sures, which reflect overall demand 
conditions rather than unusual com- 
modity price movements. 


Interest Rates Slide 


With inflation under control and the 
economy sluggish, the Federal Reserve 
aggressively reduced interest rates dur- 
ing 1991, especially in the second half 
of the year. The Federal funds rate—the 
rate banks charge each other for over- 
night lending—was cut by about half 
during the year, ending at the lowest 
level in nearly 20 years. Bank prime 
rates followed the Federal funds rate 
slowly, ending the year at 6.5 percent. 


While short-term rates fell sharply, 
longer-term rates did not fall as much. 
In general, longer-term rates reflect as- 
sessments of real growth and inflation 
prospects over an extended period. The 
widening spread between short- and 
long-term rates may have reflected ex- 
pectations that the recession would be 
relatively short and mild, and only tem- 
porarily reduce inflation. Despite only 
partially incorporating short-term inter- 
est rate declines, long-term rates had 
fallen to the levels of the late1970’s by 
the end of 1991. 


Moderate Recovery Expected 


Falling interest rates throughout 1991 
point to economic recovery during 
1992. Most analysts believe this recov- 
ery will be slower than the typical recov- 
ery, principally because consumer and 
business income gains are expected to 
be used to reduce relatively high debt 
burdens, rather than to increase current 
consumption or investment. Growth in 
real gross domestic product is expected 
to average below 2 percent for 1992. 
With relatively low growth, low rates of 
industrial capacity use, and high unem- 
ployment rates, inflation is likely to re- 
main around 3.5 percent. Interest rates 
are likely to be little changed from 
1991’s yearend levels, although a 
stronger recovery would tend to push 
rates up. 


The outlook has several areas of uncer- 
tainty, chief among which is the fiscal 
policy outlook. While tax cuts or 
spending increases would tend to stimu- 
late the economy in the short run, some 
analysts suggest that such actions might 
cause financial market participants to 
raise their expectations of longer-term 
inflation. This would raise long-term 
interest rates and offset some of the fis- 
cal stimulus. 


and unemployment, a fiscal policy 
change would have little impact on in- 
flation. 


Implications for Agriculture 


Although the agricultural sector will 
probably face weak overall demand, 
low interest rates and inflation rates will 
tend to reduce pressure on farm ex- 
penses. In addition, because interest 
rates are likely to remain low relative to 
those in other countries, the exchange 
rate is not likely to rise substantially, 
enabling U.S. agricultural exports to re- 
main competitive in foreign markets. 
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Other analysts suggest 
that, with considerable excess capacity — 
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The recession continued in 1991, marked by sluggish industrial production and 
rising unemployment. Inflation remained low and interest rates dropped signifi- 
cantly throughout the year. However, while short-term rates, including the prime 
rate, fell sharply, long-term rates did not fall as much. 
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Farm Sector 


Despite Changes, Fundamentals Remain Strong 


Farm income declined in 1991, but adjustments during 1987-90 created a sector 
much better able to handle adversity. 








Lenders have benefited from changes in 
the farm sector in recent years. U.S. 
agriculture’s finances improved each 
year during the late 1980’s as a recovery 
from the earlier financial crisis pro- 
gressed. Crop and livestock receipts 
reached record highs in 1990. Both net 
cash income of $61.8 billion and net 
farm income of $50.8 billion were new 
highs. 


Farm Income Drops 
Below Record 


After increasing each year from the mid- 
1980’s through 1990, nominal net cash 
and net farm incomes for 1991 and 1992 
are forecast to return to their 1988-89 
levels. Lower livestock receipts, lower 
Government payments (1991), and con- 
tinued expense increases will cause net 
cash income to decline 6.2 percent to 
$58 billion in 1991 and to $52-$57 bil- 
lion in 1992. Net farm income is fore- 
cast to decline 13.4 percent to $44 bil- 
lion in 1991 and to $40-$46 billion in 
199255 


Despite the forecast declines in farm 
income, the 1991 and 1992 levels 
should exceed all previous years but 
those of the 1988-90 period. When in- 
flation is considered, real cash incomes 
have declined for the last 4 years. How- 
ever, a longer-run comparison shows 
real cash incomes are still above those 
of the early 1980’s and on the same 
trend since the 1950’s. For 1992, nomi- 
nal net cash incomes are forecast down 
4 percent for crop farms and 6 percent 
for livestock farms. However, some 
farm types are forecast to have a slight 
increase. Cash grain farms (led by 
wheat) could see a rise in net cash in- 
comes of about 1 percent and dairy 
farms also may have a slight increase. 


om 


Limited Balance Sheet Growth 


Farm business assets, debt, and equity 
are expected to increase 1 to 2 percent 
in 1992, indicating a stable farm econ- 
omy. These projected gains, however, 
will lag the general price rise of 3 to 4 
percent, causing real ($1982) assets, 
debt, and equity to decline 2 to 3 per- 
cent. The value of farm assets (exclud- 
ing operator households) grew $10 bil- 
lion (1.2 percent) to $845 billion in 
1991, and is forecast to rise to $850- 
$860 billion in 1992. 


Farm equity declined more than 30 per- 
cent during 1980-86, increased 10 and 6 
percent, respectively, in 1987 and 1988, 
and has grown 1 to 3 percent annually 
since. Some 60 percent of the decline in 
nominal equity value during 1980-86 
will be restored by the end of 1992. 
However, recent increases have lagged 
the general rate of inflation of 3 to 4 
percent. This has resulted in a slow 
erosion of the purchasing power of the 
farm sector’s primary store of wealth; 
declines in the inflation-adjusted value 
of farm equity are projected at 2.5 per- 
cent in both 1991 and 1992. In real 
terms, farm sector equity at yearend 
1992 will be slightly lower than at 
yearend 1962. The real value of assets 
grew 2 percent during 1962 to 1992, 
while the real value of debt increased 17 
percent. 


Despite the erosion of farm equity, the 
farm sector is showing signs of contin- 
ued recovery. Relatively high rates of 
return on farm equity and assets are 
expected to continue in 1992. The rate 
of return on current income is expected 
to be 3 to 4 percent. A stable to mod- 
estly improving farm sector is expected 
in 1992 based on other measures of fi- 
nancial performance. The aggregate 
farm debt-to-asset ratio continues to de- 
cline. At the same time, cash income 
should be sufficient for debt servicing. 


Farm Sector Better Able 
To Withstand Adversity 


Financial vulnerability of both the farm 
sector and farm lenders was reduced 
during 1987-90 and remaining imbal- 
ances are much less serious than those 
during the early 1980’s. There was a 
strong recovery during this period as 
farm exports rebounded, farm prices 
rose in real terms, farm income im- 
proved, and the farm balance sheet ad- 
justed. The divergence between current 
earnings and expectations of future 
earnings became a problem in the 
1970’s and continued into the 1980’s. 
Eventually, during 1981-86, expecta- 
tions demonstrated in the balance sheet 
were better adjusted with annual earn- 
ings. This change was performed 
through a decline in asset values and 
debt holdings followed by a strengthen- 
ing of farm income. 


Farmers used the higher returns they 
earned in the late 1980’s to pay down 
debt and made other adjustments such 
as reducing production costs. These ac- 
tions, coupled with earlier sizable loan 
writedowns and chargeoffs, left the 
farm sector in a much stronger position 
to endure transitory periods of lower 
income. The farm price declines of 
1991 should be viewed in this context 
and farmer welfare ultimately will be 
affected more by income trends in the 
longer term. Lower prices in 1991 may 
create hardship for some farmers, par- 
ticularly those in areas experiencing ad- 
verse weather. But an extended period 
of weak income would be necessary to 
generate widespread problems such as 
those of 1981-86. This risk is mitigated 
by the farm sector’s improved balance 
sheet, reduced inventories, continued 
cost reduction strategies, and prudent 
production practices. 
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Lender Overview 


Improvement Continues in 1991 


Farm lenders’ portfolios benefit from their careful management and the sustained 
recovery of the farm sector during 1987-90. 








The financial condition of agricultural 
lenders continued to improve in 1991, 
and some additional gains are expected 
in 1992. Each of the four major institu- 
tional farm lender categories—com- 
mercial banks, the Farm Credit System 
(FCS), the Farmers Home Administra- 
tion (FmHA), and life insurance compa- 
nies—faces unique challenges, but is in 
a stronger financial position than during 
the mid-1980’s. Most borrowers re- 
main cautious about taking on new debt 
for expansion; farm debt is expected to 
increase only 1-2 percent in 1992. With 
moderate loan demand and improved 
loan portfolios, agricultural lenders are 
focusing competitive efforts on main- 
taining or increasing market share. 


Lenders Strengthen Position 


The position of agricultural lenders in 
1991 reflected the overall improvement 
in the financial condition of farmers in 
recent years. Except for the FmHA, all 
major institutional lender groups con- 
tinue to experience lower delinquencies, 
fewer foreclosures, declining net loan 
chargeoffs, and far less loan restructur- 
ing than in the mid-1980’s. Although 
improvement continues, the pace of 
working down delinquencies has 
slowed. As financial stress declined, 
financial indicators have approached 
more normal historical levels. 


Demand for Credit ls Moderate 


All lender categories report that demand 
for agricultural credit was not particu- 
larly strong in 1991, while the capacity 
to lend remained high. Agricultural 
commercial banks continue to have am- 
ple lending capacity as indicated by low 
loan-to-deposit ratios. FCS long-term 
real estate loans outstanding decreased 
0.6 percent during the year ending Sep- 
tember 30, 1991, reflecting constant de- 
mand for mortgage credit. FmHA made 
direct operating loans during fiscal 1991 
of $489.9 million, down 33.2 percent 


from fiscal 1990. Total FmHA direct 
obligations (operating, ownership, 
emergency) fell 31.2 percent in 1991 
from 1990 to $633.7 billion. 


Among life insurance companies still 
actively pursuing agricultural invest- 
ments, total lending activity rose 4.1 
percent during 1991. Despite the in- 
crease, outstanding loan volume by the 
end of 1991 was 17.8 percent below the 
1981 peak. Total loan volume of com- 
mercial banks and the FCS increased in 
1991. Commercial banks posted vol- 
ume gains of $1.9 billion, or 4.1 percent, 
for 1991. The FCS reported total loans 
outstanding of $51.3 billion on Septem- 
ber 30, 1991, 0.3 percent above a year 
earlier. FmHA total lending increased 
roughly 2 percent in 1991, but total farm 
loans outstanding at yearend were 30.0 
percent ($7.4 billion) below the volume 
reported in 1985. 


Farm Interest Rates Decline 


Interest rates on farm loans declined 
slightly in 1991 among the major agri- 
cultural lenders, with an overall de- 
crease of some 100 basis points. Vary- 
ing degrees of competition in local 
agricultural credit markets and the wide 
variety of available loan products, how- 
ever, resulted in a wide variation in in- 
terest rates for farm loans. The average 
interest rate on all outstanding farm debt 
declined from 10.96 percent in 1982 to 
an estimated 9.7 percent in 1991, and is 
forecast to drop 20-30 basis points in 
1992. Total farm sector interest ex- 
penses are forecast to be relatively un- 
changed in 1992. 


Lender Health Improves 


The financial health of the FCS and 
commercial agricultural banks contin- 
ues to improve. FCS net income 
through the third quarter of 1991 was 
$624 million, up 37.1 percent from a 
year earlier. The strong increase re- 
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flects record margins between interest 
rates earned and interest rates paid. In 
contrast to other recent years, provisions 
were made, rather than reversed, for fu- 
ture loan losses. Together, these factors 
indicate greatly improved earnings 
quality for the system. Agricultural 
banks reported higher average returns 
on equity and assets in 1991, and very 
low rates of net loan chargeoffs. More- 
over, agricultural bank loan loss provi- 
sions were lower in 1991, reflecting an 
expectation of lower future loss rates. 
The performance of agricultural banks 
continues to approach conditions com- 
mon before farm financial problems 
emerged in the early 1980’s. 


FmHA continues to work aggressively 
through its backlog of delinquent direct 
loans. Delinquent loans at mid-1991 
were down 13.4 percent from the pre- 
vious year to $5.8 billion. The rate of 
loan restructuring declined in fiscal 
1991 as FmHA prepared new regula- 
tions regarding restructuring in re- 
sponse to the 1990 farm bill. FmHA has 
been unable to restructure new appli- 
cants since passage of this bill. How- 
ever, cummulative loan writedowns and 
writeoffs of $2.9 billion had been ap- 
proved through September 1991. 


Lenders report strong competition for 
high-quality farm loans. Loan-to-de- 
posit ratios inched up to 56.3 percent for 
agricultural banks in the year ending 
June 30, 1991, but surveys of bankers 
still indicate the ratios are below desired 
levels. The loan-to-deposit ratio has in- 
creased from a low of 53.4 percent in 
1987, but the current ratio remains much 
below the high of 68.2 percent recorded 
in September 1968. Life insurance 
companies continue to exhibit consider- 
able variation in loan policies toward 
agriculture. Some are aggressively 
seeking new business, while others are 
not. The active companies are pursuing 
new, high-quality farm mortgages in a 
wide range of situations and regions. 
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Lender Overview—continued 


Cautious Optimism Overall for 1992 


Farm lenders will be entering 1992 in a guardedly optimistic mood. Farmer Mac 


moves forward. 








Lenders enter 1992 facing a farm sector 
in generally solid financial condition. 
Farm income declined in 1991, but for 
the majority of farmers, 1987-90 can be 
considered a period of sustained recov- 
ery from financial difficulties of the 
early and mid-1980’s. Gross income 
outpaced rising expenses, despite siz- 
able reductions in Government support. 
The 1988 drought year was followed by 
2 years of rebounding average net in- 
comes. Farm businesses generally were 
in a stronger position to service debt at 
the end of 1990 than at any time in a 
number of years. 


The outlook is for limited to moderate 
growth in the overall farm economy in 
1992. While it appears that some farm- 
ers will make little financial progress, 
most will be able to avoid major set- 
backs. Several projected performance 
indicators show a moderate overall rate 
of growth. This continuing healthy 
level of farm income is likely to contrib- 
ute to nominal growth in farm sector 
wealth. While most farm income meas- 
ures will not reach their 1990 highs, they 
are still relatively high by historical 
standards and will support a balance 
sheet with 1- to 2-percent increases in 
assets and debt in 19972. 


Regional Variations Important 


Significant regional differences will 
face farmers and lenders in 1992. Net 
cash incomes are forecast down 4 per- 
cent for crop farms and 6 percent for 
livestock farms, but some farm types are 
expected to experience a slight increase. 
Net cash incomes are forecast to de- 
crease just under 6 percent in the Mid- 
west. The decreases will range from 4 
to 5 percent in the Northeast, Southeast, 
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and West, but income will decline less 
than 1 percent in the South Central re- 
gion where cotton is important and 
wheat and rice also are factors. Cash 
grain farms could see net cash incomes 
increase about 1 percent in 1992 with 
wheat receipts leading the way. Hog 
receipts are forecast down 6 to 8 per- 
cent, and the Midwest could see live- 
stock receipts down about 8 percent. 


About 7 percent of farms entered 1991 
in a vulnerable financial position with a 
relatively large amount of debt and with 
negative net farm income. Since 1987, 
the geographic locations and production 
specialties associated with financially 
vulnerable farms have undergone con- 
siderable change. In 1992 the prospects 
for relatively low dairy receipts will ad- 
versely affect operations that did not 
benefit from relatively high prices in 
1989 and 1990. The cumulative effects 
are most likely to be felt in the North- 
east, Lake States, Corn Belt, and South- 
em Plains. Reduced income prospects 
for the hog sector will likely result in 
more geographically dispersed financial 
difficulties. High demand for feed and 
strong prices should continue the trend 
toward fewer vulnerable cash grain 
farms. 


Cautious Approach 
Predominates 


Farm borrowing is not expected to in- 
crease significantly in 1992 because of 
the drop in farm income. During the last 
half of the 1980’s, farm debt declined 
about $60 billion. Farmers and lenders 
learned lessons from the financial stress 
of the 1980’s and are reluctant to re- 
spond to the short-term opportunities 


with rapid renewed debt expansion and 
by building up asset volume. 


Through the mid-1990’s and the life of 
the current farm legislation, economists 
expect the major farm income indicators 
to improve in nominal terms. Nominal 
net cash incomes are expected to rise 
moderately given the general increases 
expected for receipts and slight gains in 
expenses. Net farm incomes, including 
noncash components of income and ex- 
penses, could rise a bit faster. In real 
terms, net cash and net farm incomes 
would be increasing only slightly. 
These expected trends are unlikely to 
spark a rapid increase in the use of 
credit. 


Farmer Mac Moves Forward 


Farmer Mac I, the secondary market for 
farm real estate and rural housing mort- 
gages, began operation in December 
1991 with a $112-million real estate 
pool. The new market has been stymied 
for 2 years by a host of structural and 
economic challenges, including weak 
demand for fixed rate financing and a 
high degree of liquidity among agricul- 
tural lenders. 


Yet, Farmer Mac’s prospects for 1992 
look brighter due to legislation passed 
late in 1991 that altered the operating 
structure of the market. By yearend, 
Farmer Mac had certified five institu- 
tions to act as Farmer Mac poolers. 
Farmer Mac II, the secondary market for 
FmHA-guaranteed loans, also began 
operating in 1991. Despite the intro- 
duction of an attractive loan pricing 
method for participating lenders, sales 
of guaranteed loans into the market have 
been limited. 
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Lender Overview—continued 


Farm Credit Access Ample for 1992 


Total farm debt should increase in 1992. Demand for farm loans continues 


to be modest. 








Despite lower net farm incomes in 1992 
and modest farm asset growth, farm bor- 
rowing is not forecast to rise substan- 
tially. U.S. farm assets (excluding op- 
erator households) rose $10.4 billion 
(1.3 percent) in 1991 and are expected 
to rise about 1.2 percent in 1992 to 
$850-$860 billion. These modest 
changes suggest a stable farm economy 
in terms of nominal dollars. But the real 
value of farm assets is projected to de- 
cline in 1992 as the general inflation rate 
is expected to exceed the growth rate in 
asset values. 


Farm Debt Increasing 


Total farm debt should increase 1-2 per- 
cent in 1992. This will be the second 
annual increase after 6 successive years 
of net debt retirement. Total loan vol- 
ume for commercial banks, life insur- 
ance companies, and FmHA increased 
during the last year. Commercial banks 
experienced a 5.6-percent increase in 
real estate lending in 1991, marking the 
tenth consecutive year of gains in this 
category. Some of the increase is due to 
continued stringent loan collateral re- 
quirements implemented during the 
farm financial crisis of the mid-1980’s. 
There also has been increased use of 
revolving lines of credit backed by real 
estate. 


Activity in the land market should cre- 
ate moderate demand for mortgage 
loans. U.S. farmland values increased 2 
percent in 1990, rose an estimated 1-3 
percent in 1991, and are expected to 
increase as much as 2 percent in 1992. 
This will make 6 straight years of farm- 
land value increases, but during the past 
3 years, the rate of increase has lagged 
the rate of inflation. During recent 
years, the overall strengthening of land 
values has lessened lenders’ earlier con- 


cerns about the erosion of collateral val- 
ues. In addition, there now may be 
heightened interest in real estate invest- 
ment to diversify portfolios. Farm real 
estate debt should increase slightly in 
1992. 


Demand for nonreal estate loans should 
remain moderate in 1992. Farm capital 
expenditures fell nearly 60 percent dur- 
ing 1980-86, but gradually recovered 
during 1987-91. Unit sales of farm ma- 
chinery in 1992 are projected to be simi- 
lar to 1991 sales. Positive factors for 
1992 include lower interest rates, strong 
crop cash receipts, and a farm sector 
debt/asset ratio near 1990-91 levels. 
But these positive factors must be bal- 
anced against an outlook for declining 
net farm income, increased planted 
acreage, modest price rises for pur- 
chased inputs, and weather problems in 
some areas. Nonreal estate debt is pro- 
jected to increase slightly in 1992. 


Credit Access Is Ample 


Creditworthy farmers should have am- 
ple access to loans in 1992, mostly from 
commercial banks and the FCS, the 
largest suppliers. Banks’ low loan-to- 
deposit ratios provide liquidity to meet 
increased credit needs. The FCS is of- 
fering farm customers lower interest 
rates and favorable credit arrangements 
in an effort to expand market share. But 
because 1986 legislation prohibits the 
FCS from underpricing competition, the 
FCS follows—rather than leads— 
trends. Life insurance companies vary 
in their lending policies, ranging from 
inactivity to aggressive lending. Total 
life insurance company lending is ex- 
pected to increase in 1992. 


The availability of direct FmHA loans 
to family-sized farmers unable to obtain 
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credit elsewhere should be adequate in 
fiscal 1992. Fiscal 1992 Operating 
Loan authority, at $850 million, is up 
from $493.3 million in fiscal 1991. 
Farm Ownership authority, at $66.75 
million, is up from fiscal 1991’s $57.2 
million. FmHA’s authority to guaran- 
tee loans made by commercial and co- 
operative lenders should also be ample 
in fiscal 1992. Approximately $1.4 bil- 
lion in loan guarantees was issued in 
1991, far less than the maximum $2.47 
billion in lending authority available for 
1992. (The fiscal 1992 guaranteed 
maximum lending authority is down 
from the $3.6 billion of 1991, but even 
so, only 35.4 percent and 40.0 percent 
of the respective ownership and operat- 
ing credit lines were used in 1991.) De- 
mand for loan guarantees in 1992 is not 
expected to change greatly from 1991. 


The outlook for 1992 indicates that 
competition will continue to remain 
keen for high-quality farm loans. 
Trends in the general economy and 
competition should help keep interest 
rates down. The overall mood will gen- 
erally remain cautious. Producers are 
careful in acquiring new debt and lend- 
ers are carefully scrutinizing the credit- 
worthiness of borrowers. Farmers who 
are good credit risks will have no diffi- 
culty in a acquiring credit in 1992. 
Lenders will have adequate funds. 
Commercial banks are watching collat- 
eral requirements with an eye toward the 
now more stringent regulations. Farm- 
ers will need to demonstrate adequate 
cash flow, and some marginal farm op- 
erators will continue to face challenging 
credit access problems. In short, farm 
lenders (except FmHA) have largely re- 
covered from the problems experienced 
during the early and mid-1980’s and are 
prepared to serve the financial needs of 
creditworthy farmers. 


oO 


Agricultural Interest Rates 


Farm Loan Rates Declined Throughout 1991 


Farm interest rates should continue to slide during most of 1992, but begin to 
strengthen toward the end of the year. 








Short-term interest rates for the general 
economy are the lowest in 20 years, 
while long-term rates continue to de- 
cline. A large portion of farm loans is 
made on a floating rate basis, where 
rates are tied to some national measure 
of the bank’s average cost of funds over 
the previous few months. Hence, loan 
rates to farmers follow movements in 
the general economy’s interest rates. 


The reduction in interest rates has given 
farm lenders access to lower-cost funds. 
Rural banks have translated this oppor- 
tunity into both increased lender earn- 
ings and reduced loan rates to farmers. 
This added short-term profitability is 
being used by lenders to build capital 
and cover losses on poorly performing 
commercial real estate loans. The de- 
cline in interest rates has also raised the 
quality of lender assets by increasing the 
likelihood that loans will be repaid. 


Assuming that the volume of borrowing 
remains the same, reduced interest 
charges result in reduced interest pay- 
ments and therefore reduced costs of 
farm production. This will improve net 
farm incomes for the roughly half of all 
American farmers who rely to some de- 
gree on debt financing. However, if 
farmers respond to lower interest rates 
by increased borrowing, interest ex- 
penses could rise. In addition, rural 
banks have observed very little shifting 
from savings deposits and CD’s to 
higher yielding but riskier investments. 
Hence, farmer revenues could decrease 
due to declining interest rates on farm- 
ers’ financial assets. The overall effect 
on farm net incomes will depend on the 


relative magnitudes of these two (i.e. 
revenue and expense) offsetting 
changes. 


Farm interest rates will probably de- 
crease during the first three quarters of 
1992 and gradually increase starting in 
the fourth quarter. Interest rates on new 
farm loans will probably average about 
100 basis points less than the 1991 av- 
erage. Because all loans cannot be in- 
stantaneously refinanced at the new 
lower rates, declines in average interest 
rates on all outstanding loans will lag 
declines in market rates. Smaller farm 
banks should respond more slowly than 
large banks. These projected interest 
rate reductions could benefit creditwor- 
thy borrowers who expand their opera- 
tions during this period of low mortgage 
rates. 


Commercial Banks 


Commercial bank nonreal estate interest 
rates declined from an average of 11.5 
percent in 1990 to 9.8 percent in 1991. 
Interest rates declined over the entire 
year, except for a 30-basis-point in- 
crease in the third quarter due to a hike 
in loan rates by the large commercial 
banks. Interest rates on loans at “other” 
banks continue to be higher (about 11.3 
percent) than those made by large com- 
mercial banks. Rates at all banks were 
2.5 percent lower in the last quarter of 
1991 than for the same quarter for 1990. 


Farm Credit System 


Interest rates on nonreal estate loans 
declined from 11.16 percent in 1990 to 


10.30 percent in 1991. Interest rates on 
real estate loans declined from 10.56 
percent in 1990 to 9.88 percent in 1991 
(appendix table 5). Rates declined over 
the entire year, and were 1 percent lower 
for nonreal estate loans in the last quar- 
ter than in the first quarter. The compa- 
rable decline for real estate loans was 85 
basis points. 


Farmers Home Administration 


For nonreal estate loans, interest rates 
on regular loans declined from 8.81 per- 
cent in 1990 to 8.44 percent in 1991. 
For limited resource loans, rates de- 
clined from 5.81 in 1990 to 5.0 percent 
in 1991. Limited resource rates were 
steady over the year, while regular rates 
dropped from the first to the second 
quarter, then were constant for the rest 
of the year. The 3.25- to 4.0-percent 
spread between regular and limited re- 
source loans during 1991 was wider 
than the 3-percent spread that held 
through most of the 1980’s. For real 
estate loans, rates on regular loans de- 
clined 13 basis points between 1990 and 
1991. Limited resource interest rates 
were a constant 5 percent for both years. 


Life Insurance Companies 


Interest rates on real estate loans de- 
clined from 10.34 percent in 1990 to 
9.66 percent in 1991, a drop of 68 basis 
points. Rates declined throughout the 
year from a first-quarter high of 10 per- 
cent to a fourth-quarter low of 9.24 
percent. 
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Current Lender Loan Portfolios 


Commercial Banks Hold Largest Share of Farm Loans 


Farm debt increased in 1991 after a 6-year decline. Farm loan delinquencies 
and chargeoffs continued at lower levels for commercial lenders. 








The distribution of the farm sector’s 
$139.3 billion total debt, excluding op- 
erator households, as of December 31, 
1991, is summarized in table 1. Com- 
mercial banks account for 35.4 percent 
of all farm loans, making them the lead- 
ing agricultural lender, followed by the 
FCS with 24.7 percent. Individuals and 
others are estimated to hold 20.4 percent 
of the total. 


Total farm debt at the end of 1991 was 
29.6 percent ($57.3 billion) below its 
1983 peak (appendix table 1). Real es- 
tate debt in 1991 was 30.1 percent below 
its 1984 peak and nonreal estate debt 
was 26.4 percent lower than its 1983 
high (appendix tables 2 and 3). The 
overall paydown in the farm loan port- 
folio appears to have been driven more 
by demand than supply. For a variety of 
reasons, farmers have decided to hold 
less debt. Large amounts of debt and 
relatively high interest rates made debt 
servicing a costly item in the early 
1980’s. By 1987-90, interest rates were 
lower, farm income was stronger, asset 
values were stable, and debt was down. 


Commercial Banks Continue To 
Increase Market Share 


Within the real estate debt portfolio, the 
value of outstanding real estate loans 
held by commercial banks has increased 
76.6 percent since 1984. Some of the 
increase resulted from higher loan col- 
lateral requirements in the wake of the 
farm financial crisis rather than from 
new land loans. Collateral require- 
ments shift production loans into the 
real estate category. Real estate loans 
held by the FCS were 47.4 percent be- 
low their 1984 peak by 1991. Neverthe- 
less, the FCS remains the dominant real 
estate lender. The dollar value of 
FmHA real estate loans peaked in 1986 
and was 21.2 percent below this level in 
1991. 


A number of important changes have 
occurred in the nonreal estate portfolios 
of the major farm lenders (appendix ta- 
ble 3). By the end of 1988, FCS nonreal 
estate loans had declined 58.8 percent 
from their 1981 peak, but they sub- 
sequently increased 12.1 percent during 


-1988-91. At the end of 1987, commer- 


cial bank loans had decreased 26.7 per- 
cent from their top figure in 1984, but 
increased 17.1 percent during 1985-91. 
FmHA nonreal estate loans decreased 
36.3 percent during 1985-90, but edged 
up 1.8 percent in 1990-91. 


The 1981-88 nonreal estate debt pay- 
down by FCS borrowers totaled $12.5 
billion, and the 1984-87 paydown of 
commercial banks was $10 billion. The 
FCS decline was all the more dramatic 
because it came from a smaller initial 
base. In 1991, the FCS held 15.2 per- 
cent and commercial banks held 50.0 
percent of total nonreal estate debt. The 
comparable figures in 1981 were 25.4 
and 37.3 percent respectively. 


Delinquencies and Chargeoffs 
Continue at Lower Levels 


During 1982-91, FmHA had the highest 
delinquenies in terms of both dollars 
and share of the portfolio (table 2). The 
total value of delinquent loans peaked 
for commercial banks in 1985 and for 
the FCS and life insurance companies in 
1986. Delinquencies as a percentage of 
outstanding farm loans peaked in 1986 
for all lenders except FmHA. 


A key concern of farm lenders is the 
amount of loan losses they must absorb. 
Losses for commercial banks, FCS, and 
FmHA for 1982-91 are shown in table 
3. During 1985-89, agricultural loan 
chargeoffs by these lenders totaled 
$13.8 billion. The varying pattern of 
losses reflects institutional, accounting, 
and regulatory differences. Commer- 


cial banks tend to focus on farm produc- 
tion loans, where problems surfaced 
more quickly than for the farm mort- 
gages that dominate FCS’s loan portfo- 
lio. Moreover, until 1985 the FCS 
tended to extend more loan forbearance 
than commercial banks. 


Another factor explaining some of the 
difference in the timing of writeoffs be- 
tween FCS and commercial banks may 
be the Federal bank regulators’ March 
1986 policy initiative to assist banks 
experiencing heavy losses due to ad- 
verse developments in the farm and en- 
ergy sectors. One incentive for bankers 
to work with their cash-strapped bor- 
rowers was a change in the way renego- 
tiated debt is required to be reported. 


FmHA exercised liberal loan foreclo- 
sure forbearance into 1985, which re- 
sulted in low farm loan losses being 
reported by the agency. FmHA’s policy 
of considerable forbearance continued 
in 1986 and 1987 because the agency’s 
foreclosure activities were restricted by 
Congress and the courts. The outcome 
was low reported loan losses, but an 
accumulating amount of delinquent 
loans. 


Beginning in fiscal 1987, FmHA began 
to resolve more vigorously the delin- 
quent loan volume that accumulated 
during the 1980’s. The Agricultural 
Credit Act of 1987 gave FmHA exten- 
sive guidelines to resolve its problems. 
FmHA has the authority to foreclose on 
delinquent loans if a complex set of 
restructuring rules, including partial 
forgiveness of principal and interest, 
fails to assist the borrowers. FmHA 
farm loan foreclosures were slowed for 
approximately 6 months during fiscal 
1991 while regulations were being 
revised. 
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Table 1--Distribution of farm debt, excludi t 
lender, December 31, 1991 4/ peace Cnc mmL clo hes Se” 


Type of debt 
Lender Real Nonreal Total 
estate estate 


Percent of total 


Commercial banks 12.2 23.2 35.4 
Farm Credit System 17.6 7.1 24.7 
Farmers Home Administration a0 6.9 12.3 
Life insurance c nies ee aaa tee 
Individuals and others 11.1 9.3 20.4 
Commodity Credit Corporation 2/ =a 2/ 
Total 53.6 46.4 100.0 


1/_ Preliminary, Due to rounding some subcategories may not add to 
totals. 2/ $4 million or 0.0029 percent of total debt. This includes CCC 
storage and drying facilities loans, but excludes CCC crop loans. 


Table 2--Delinquent farm loans, by lender, 1982-91 


Lender Yearend 1/ Mid- 
Se i nai ai minnie mnie ene eee ne ewe ene nee n ese se= ear 
1982 1983, 1984 1985 1986 1987 1988 1989 1990 991 2/ 
Billion dollars 
Commercial banks 3/_4/ 0.9 1.5 2.1 2.6 2.2 1.4 1.0 0.7 0.6 0.7 
Farm Credit System 5/ 7 1.3 2.1 5.3 vel Dre 3.3 2.6 2.8 2.8 
Life insurance companies 6/ zo 1.0 ee 1.7 1.8 les 8 4 4 -6 
Farmers Home Administration 7/ 9.5 11.0 12.1 11.9 12.0 11.8 12.5 11.1 8.1 7.9 
Percentage of outstanding loans 
Commercial banks 3/ 4/ 2.5 3.8 bee. 7.3 7.0 4.8 3.3 2.3 1.9 2.1 
Farm Credit System 5/ el 1.8 3.3 Sar, 14.4 9.9 6.5 5.0 5.4 5.5 
Life insurance companies 6/ 6.4 8.3 9.6 lien 17.0 14.3 8.9 4.7 4.2 6.4 
Farmers Home Administration 7/ 37.9 43.9 45.9 41.5 42.9 45.8 49.8 47.8 41.3 44.4 


NA= Not available. 1/ End of fiscal year (Sept. 30) for the Farmers Home Administration (FmHA) and end of the 
calendar yesh (Dec. 31) for the other lenders. 2/ June 30. 3/ Delinquencies were reported by institutions holding 
most of the farm loans in this lender group. Data shown are obtained by assuming that the remaining institutions in 
the group experienced the same delinquency rate. 4/ Farm nonreal estate loans past due 90 days or more or in 
nonaccrual status, from the reports of condition submitted by insured commercial banks. 5/ Data shown are 
nonaccrual loans. The Farm Credit System also reports "other high-risk loans," but not all such loans are 
delinquent. 6/ Loans with interest in arrears more than 90 days. 7/ Prior to 1988 a loan was delinquent when a 
payment was more than $10 and 15 days past due. Beginning in 1988, a loan is delinquent if a payment is more than 30 
days past due. Data shown are for See mere 30; thus, they avoid the yearend seasonal peak in very short-term 
delinquencies and so are more comparable with those shown for other lenders. The FmHA data reflect the total 
outstanding amount of the loans that are delinquent (as do the data shown for other lenders), rather than the smaller 
amount of delinquent payments that is often reported as FmHA "delinquencies." 


Source: American Council of Life Insurance, Board of Governors of the Federal Reserve System, The Farm Credit 
Council, and Farmers Home Administration. 


Table 3--Farm loan losses (net chargeoffs), by lender, 1982-91 


Commercial Farm Credit Farmers _ Exhibit: Life 
Year banks 1/ System 2/ _ ,Home — insurance company 
Administration 3/ foreclosures 4/ 


Million dollars (Percent of loans outstanding at end of period) 5/ 


1982 NA 13 (0.0) 6/ 32 (0.1) 170 (1.3) 
1983 NA 8 (0.0) 6/ 77 (0.3) | 247 (1.9) 
1984 900 (2.3) 428 (0.5) 128 (0.5) 289 (2.5) 
1985 1,300 (3.3) 1, t05eeCie6) 257 (0.9) 530 (4.8) 
9 1,195 (3.4) 1,321 (2.3) 434 (1.5) 827 (7.9) 
1987 503 (1.6) 488 (0.9) Wel (4.3) 692 (7.5) 
} 1988 128 (0.4) 7/ 413 (0.8) 2,113 (8.4) 364 (4.0) 
1989 91 (0.3) (5) (0.0) 9/ 3,297 (12.4) 204 (2.3) 
1990 St 7 (0.2) 21 (0.04) 3,199 (13.5) 85 (0.9) 
1991 8/ 37 (0.0) 6/ 34 (0.07) 2,289 (10.4) 61 (0.6) 


: NA= Not available. 1/ Calendar year data for nonreal estate loans. 2/ Calendar year data. 3/ Fiscal year data 

is beginning October 1. Includes data on the insured (direct) and guaranteed farm loan programs. 4/ Loan charge-off 
data are not available for life insurance companies. 5/ Loan loss data rounded to nearest million dollars. 6/ Less 

ae than 0.05 percent. 7/ Does not include losses under the deferred loan program initiated in the fourth quarter of 
1987. Beginning during that quarter small banks with more than 25 percent of their loans to agriculture in : 
farm-dependent areas have been allowed (after eT OLY approval) to amortize loan losses over a seven-year period. 

ia As of June 30, 1990, 45 banks reported more than $34 million in agricultural loan loss deferrals. 8/ Commercial bank 

oe data through June 30, 1990 and Farm Credit System and life insurance company data through September 30, 1990. 9/ A 

map)": gain of less than 0.61 percent. 


Source: American Council of Life Insurance, Board of Governors of the Federal Reserve System, The Farm Credit 
Council, and Farmers Home Administration. 
z 
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Agricultural Lender Situation 
Agricultural Banks Continue Strong Performance 


Farm banks are healthy, liquid, and in position to continue their current leadership 


among farm lenders. 








Agricultural banks are among the 
strongest institutions in the commercial 
banking system. Annualized mid-1991 
results indicate a rate of return on assets 
(ROA) of 1.1 percent at agricultural 
banks, well above their low of 0.4 per- 
cent in 1986 and the current industry 
average of 0.6 percent. 


ROA reflects improved loan quality in 
farm bank portfolios, where only 1.9 
percent of loans were in nonperforming 
status at midyear, down from 4.7 per- 
cent in 1986 (table 4). This was sub- 
stantially better than the industrywide 
rate of 4.1 percent. In both ROA and 
loan quality, agricultural banks outper- 
formed the small nonagricultural banks 
to which they are often compared. 


Loan-to-deposit ratios at agricultural 
banks were up over | percentage point 
at midyear 1991. The increase left farm 
bank loan-to-deposit ratios at 56.3 per- 
cent, and with ample capacity to extend 
additional credit. However, the decline 
in the economy’s performance and poor 
health of the banking industry made in- 
creased lending problematic. 


What Is an Agricultural Bank? 


The two most common definitions of an 
agricultural bank are those of the Board 
of Governors of the Federal Reserve 
System (FRB) and the Federal Deposit 
Insurance Corporation (FDIC). The 
FRB classifies banks as agricultural if 
their ratio of farm loans to total loans 
exceeds the unweighted average of the 
ratio at all commercial banks on a given 
date (16.49 percent on June 30, 1991). 
The FDIC criterion is a 25-percent ratio 
of agricultural loans to total loans. As 
of June 30, 1991, there were 4,077 agri- 
cultural banks under the FRB definition 
and 3,165 by the FDIC definition 
(table 5). 


Agricultural bank numbers peak at mid- 
year due to seasonality in farm loan 
demand and then decline as loans are 
paid down. From June 1990 to June 
1991, the number of FRB farm banks 
dropped by 116 (2.8 percent) while the 
FDIC figure dropped by 39 (1.2 per- 
cent). Unless otherwise indicated, the 
FRB agricultural bank definition is used 
throughout this report. 


Although the number of farm specialty 
banks declined during the year ending 
June 30, 1991, commercial bank lend- 
ing to agriculture grew. Commercial 
bank farm loans increased 7.1 percent 
with increases of 7.9 percent in nonreal 
estate debt and 5.5 percent in real-es- 
tate-secured debt. The agricultural 
bank share of total commercial bank 
farm debt increased 1 percentage point, 
to 57.1 percent. 


Farm Loan Quality Is High 


Overall, the quality of commercial bank 
farm production loans was good. Only 
2.2 percent of such loans at all banks 
($759 million) was in nonperforming 
status, down 4.1 percent in dollars from 
the previous year. An additional 1.1 
percent ($373 million) was reported as 
renegotiated and performing, down 9 
percent from a year earlier. Agricultural 
banks reported 2.0 percent of farm pro- 
duction loans nonperforming, with an- 
other 1.5 percent renegotiated and per- 
forming. 


Net chargeoffs of farm nonreal estate 
loans for all banks increased to $38 mil- 
lion from $15 million from the previous 
year and represented 0.1 percent of such 
loans at farm banks. Agricultural bank 
loan loss provisions were down to 0.4 
percent, reflecting management’s ex- 
pectation of lower loss rates in the future 
(table 6). 


Profitability Excellent, 
Capital Strong 


Agricultural bank profits were excel- 
lent, with ROA at 1.1 percent (a good 
long-run level) and rate of return on 
equity (ROE) at 11.4 percent, both an- 
nualized from midyear figures. The 
ROE measure, up slightly from a year 
earlier, was achieved in spite of a sof- 
tening economy and the widely reported 
problems of the banking industry. Ag- 
ricultural banks outperformed their 
small nonagricultural counterparts, 
which achieved an average ROA of 0.9 
percent and a ROE of 10.4 percent. Both 
bank types remained highly capitalized. 
Farm banks had capital-to-asset ratios 
of 10.2 percent, on average, while the 
small nonfarm banks’ ratio stood at 9.1 
percent. 


Loan-to-deposit ratios for the two bank 
groups moved in opposite directions. 
Agricultural bank loan-to-deposit ratios 
increased to 56.3 percent, but are still 
lower than desired by bank manage- 
ment. This compares to 66.8 percent at 
small nonagricultural banks. The ratio 
of loans to assets sheds some additional 
light on relative bank liquidity. The av- 
erage loan-to-asset ratios stood at 49.6 
percent and 58.7 percent, respectively, 
for the two groups. Thus, agricultural 
banks retained substantially more li- 
quidity, allowing them to respond to any 
increase in credit demand. 


The improvement in farm bank loan 
quality was reflected in the continued 
decline in the number of failed and weak 
farm banks. Only 10 agricultural banks 
failed in 1991 (appendix table 9) with an 
additional 15 listed as weak at midyear. 
Total nonagricultural bank failures also 
fell from a year earlier to 98. Only 114 
nonfarm banks were classified as weak, 
but the number of weak large banks rose 
from 6 to 13 and remains a major source 
of concern. 
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Numbers of farm banks are down regardless of how they are defined. Having 
dealt effectively with bad loans, they are now quite healthy, with the capacity to 
service creditworthy borrowers. 
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Table 4--Nonperforming loans as a percentage of total loans by type of bank, 1984-91 1/ 
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June 30, June 30, June 30, June 30, June 30, June 30, June 30, June 30, 


Type of bank 1984 1985 1986 1987 1988 1989 1990 1991 
‘ ---Percent--- 
Agricultural ‘ 
Total ee aa 2/ sae 4.1 4.7 3.8 Qual) 2.3 2.0 1.9 
Past due 90 days 3/ 1.6 1.6 1.6 Tee 8 of é -6 
Nonaccrual 1.6 aap 3.1 2.6 1.9 1.5 1.3 nes 


Nonagricultural 4/_ 


Total popper forming 2/ eu Ce 2.6 2.5 2.2 2.1 2.0 2.3 
Past due 90 days 3/ 1<0 29 1.0 8 of ad -6 Sif 
Nonaccrual et 1.4 1.6 1.7 1.5 “1.4 1.4 1.6 


_ 1/ Data are weighted by bank asset size. 2/ Columns may not equal totals due to rounding. 3/ Still accruing 
Ree rest = 4/ Nonagricultural banks with less than $500 million in assets which were not agricultural by the FRB 
efinition. 


_Sources: Johnson, James, Emanuel Melichar, and C. Edward Harshbarger, "Financial Condition of the Farm Sector and 
Financial Institutions," paper presented at the symposium on Financial Stress in Agriculture Issues and Implications, 
Kansas City, MO., Nov. 24, 1986, and calculated from the Report of Condition and Report of Income files, Board of 
Governors of the Federal Reserve System. 


Table 5--Number of agricultural banks by definition, 1983-91 1/ 


Item 1983 1984 1985 1986 1987 1988 - 1989 1990 1991 2/ 
Commercial banks 14,427 14,410 14,283 14,008 tSTeos 12,961 12,635 12,270 12,081 
Agricultural banks (FRB) Dili 4,987 4,847 4,704 4,480 4,337 4,180 4,067 4,077 
FRB farm loan ratio (Percent) 17.56 16.97 16.14 15.78 15.60 15.73 15.84 15.94 16.49 
Agricultural banks (FDIC) 4,065 3,922 3,682 3,516 3,335 3,236 3,172 3,090 3,165 


1/ Includes domestically chartered, FDIC-insured commercial banks with deposits, assets, and loans. 2/ 1991 
figures are for June 30, all others are December 31. 


Source: Calculated from the Report of Condition and Report of Income files, Board of Governors of the Federal 
Reserve System (FRB). 


Table 6--Selected bank performance measures by type of bank, 1984-91 1/ 


Performance measure 1984 1985 1986 1987 1988 1989 1990 4 
é Estimated 
i. Be 12h Percent 
_ Rate of return on equity 
Ba Roni ltural bank 9.0 6.0 5.1 7.6 10.0 10.7 10.7 11.4 
ricultural banks : : ; 4 . : : 
an ianag small banks 12.0 11.0 8.3 8.1 8.7 10.1 8.5 10.4 
eioce of peturn on 
- total assets 
Agricultural banks at Zo 4 a0, 9 1.0 1.0 tel 
_ Nonag small banks 8 8 -6 -6 . 8 a 9 
Provisions for loan 
losses as a percent 
Be nerfeulturet (bank 1.5 2.4 2.4 1.4 8 7 5 4 
_ Agricultural banks ‘ : . ; 3 5 . 
i Nenad small banks 8 1.0 eS 1.0 &Y 8 1.0 8 
Capital as a percent of 
assets 
Agricultural banks 9.5 9.6 9.5 9.8 10.0 10.1 9.9 10.2 
ponaa small banks 8.5 8.5 8.4 8.8 8.8 9.0 9.0 9.1 


_ 1/ Rate of return on equity is net income after taxes as a percent of the average of total equity capital at the 
beginning and end of the year. Rate of return on total assets is net income after taxes as a percentage of total 
assets on December 31. 
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Agricultural Lender Situation—continued 


Small Banks Dominate Agricultural Lending 


Agricultural specialty banks still hold over half of farm loans, but large nonagri- 
cultural banks play an important role. 








Agricultural commercial banks held 
56.7 percent of all commercial bank ag- 
ricultural loans as of June 30, 1991, a 
slight increase from a year earlier. 
These relatively small specialty banks 
retained high levels of liquidity and 
were well positioned to extend addi- 
tional credit. They do, however, face 
significant competition from other com- 
mercial banks (table 7). Larger banks 
often hold higher levels of farm loans, 
but these represent a small proportion of 
their total loan portfolios. Nearly one- 
quarter of all commercial bank farm 
debt is held by the largest class of non- 
agricultural banks. 


Some bank specialists argue that $100 
million in assets is the minimum amount 
for long-run efficiency and that smaller 
banks are therefore at risk. Banks under 
this size hold 54.3 percent of all com- 
mercial bank farm debt. The average 
dollar amount of farm loans held per 
bank is quite small, reflecting the local 
lending commitment of these banks. 
Their knowledge of individual borrower 
credit risk enables them to serve the 
small farmer/borrower. 


Small Banks Have Higher Capital, 
Lower Loan Ratios 


Bank capital reduces risk of bank failure 
by cushioning losses and supports li- 
quidity by maintaining borrower confi- 
dence, allowing the bank continued ac- 
cess to financial markets. At mid-1991, 
the smallest banks’ equity capital ratio 
was 166 percent that of the largest banks 
(table 8). Further, the smallest banks 
held a much greater proportion (92 per- 
cent) of capital in the form of owners’ 
equity than did the largest banks (70 
percent). Large banks were taking ad- 
vantage of greater leverage to increase 
returns On equity—a relatively risky 
strategy—while small banks were tak- 
ing a more conservative lending ap- 


proach. This riskier behavior by large 
banks is now evident in their well-pub- 
licized difficulties caused by nonper- 
forming real estate loans. Over 6 per- 
cent of big bank real estate loans were 
overdue as of June 30, 1991 (appendix 
table 7). 


The difference in bank management ap- 
proaches is reflected in loan-to-deposit 
and loan-to-asset ratios. The loan-to- 
deposit ratio has traditionally been used 
to measure liquidity. However, 
changes in financial markets have al- 
tered the ratio’s interpretation. Some 
types of loans can now be readily sold, 
reducing the need to hold securities for 
liquidity purposes and allowing expan- 
sion of loan portfolios. 


Expanded markets for nondeposit funds 
allow banks to alter management strate- 
gies through the purchase of funds, es- 
pecially short-term. Management, 
adapting to these changes, might expect 
higher loan-to-deposit and loan-to-asset 
ratios as well as lower deposit-to-liabil- 
ity ratios. The practicality of these man- 
agement strategies is clearly related to 
bank size, with much wider use among 
large banks (table 8). This funding ap- 
proach is more flexible and represents 
an advantage for large banks over 
smaller ones in reacting to available op- 
portunities. 


Mixed Indications of Size, 
Profit Relationship 


Profitability is normally measured by 
rate of return on assets (ROA) and rate 
of return on equity (ROE). The smallest 
banks were significantly less profitable 
than all others except the largest banks 
as measured by ROA (table 9). ROE 
showed the same general trend, with 
peak performance in the $300-$500 mil- 
lion class. However, the impact of lev- 
erage vaulted the large banks to the mid- 


dle of the pack in returns to equity capi- 
tal. 


The smallest bank group, those with $25 
million or less in assets, included 1,751 
agricultural banks and 1,351 nonagri- 
cultural banks and was the least profit- 
able group. The smallest agricultural 
banks provided about 12 percent of 
commercial bank loans to agriculture, 
making their continued profitability a 
serious concern to farmer/borrowers. 


When the smallest class was separated 
into agricultural and nonagricultural 
banks, a different and startling profit- 
ability picture emerged. The agricul- 
tural banks achieved annualized ROA 
of 0.95 percent and ROE of 9.57 per- 
cent—near the top for all banks. How- 
ever, the smallest nonagricultural banks 
earned ROA of 0.16 percent and ROE 
of 1.55 percent at annualized midyear 
rates. These low profit figures are par- 
tially explained by the existence of 
newly chartered banks, which generally 
take at least 3 years to attain profitabil- 
ity, assuming they survive at all. But, if 
these rates of return persist for estab- 
lished small banks, they will lead to the 
demise of many. One piece of evidence 
that regulators have not ignored smaller 
agricultural banks is the existence of the 
Capital Forbearance program for allow- 
ing long-term writedowns of nonper- 
forming agricultural loans (appendix 
table 6). 


Over the longer run, small banks, which 
include most agricultural banks, face 
significant management challenges as a 
result of deregulation and innovation in 
financial markets. The smallest banks 
will watch with concern as major regu- 
latory and legislative changes being 
suggested appear to be crafted with the 
prospects of large banks in mind. 
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2 | While small banks still lead in farm lending, some storm clouds are appearing on 


b _ the horizon. Some structural changes in the industry are generating uncertainty 
~ among small banks. 
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Table 7--Agricultural lending of agricultural and nonagricultural banks by bank size, June 30, 1991 1/ 


Agricultural banks Nonagricultural banks 

ee pertain MIE) Toy Pees Total, H2WAvgs lll BO AgiAg oanayt Jal ST” Total, Giavg/ in oa Ag Ag loans/ 
Total ag ag Lending total ag ag lending total 
assets Banks loans loans share 2/ loans Banks loans loans share 2/ loans 
face No. | ---Mil. dol.--= | ---Percent--- No. ---Mil. dol.---——----Percent--- 
under 25 1,768 6,207 3.5 nS 74 47.2 1,351 487 4 0.9 4.1 
26 - 50 1,289 9,210 (all 17.4 40.9 1,836 1,276 oi 2.4 3.4 
51) 100 760 8,781 11.6 16.6 S52 2,013 2,722 1.4 5.2 3.4 
101 - 300 251 5,169 20.6 9.8 27.9 1,813 4,172 2.3 7.9 ae) 
301 - 500 6 S25 53.8 -6 27.0 Srl 607 aie 3.8 2iaik 1.6 
over 500 3 297 85.6 > 16.4 620 12,796 20.6 24.2 0.8 
“Total 4 O77 ob t29, 986 ISTE PS INNES) 7mUDI se 6 Biooe) | 22,a60%) DWISI5 WA PUES WOT ai 


1/_ Figures are wes ced within size class. 2/ This represents the percentage of total commercial bank 
agricultural loans held by this size group of banks. 


Source: Calculated from the Report of Condition and Report of Income files, Board of Governors of the Federal 
Reserve System. 


Table 8--Selected commercial bank solvency and liquidity ratios by bank 
size, June 30, 1991 1/ 


Capital Equity Loan Loan Deposit 
Total Comm. to to to to to 
assets banks asset 2/ asset deposit asset Liability 
Million 
dollars NO Mains ee os a BEGCOn Cea 
Under 26 3,119 11.0 10.1 57.6 50.9 98.1 
26 - 50 3,125 10.1 9.1 60.1 53.4 97.8 
Dit e=meOO helo jhe i986. 8.7 60.8 54.9 97.3 
101 - 300 2,064 9.0 e541 66.5 58.6 95.7 
301 - 500 377 8.7 = 7.6 72.0 61.8 92.8 
over 500 623 8.7 6.1 85.2 63.4 19.3 
Total/Avg 12,081 8.9 6.7 79.4 61.8 83.4 


1/ Weighted average within size class. 2/ Total capital includes 
equity capital. 


Source: Calculated from the Report of Condition and Report of Income 
files, Board of Governors of the Federal Reserve System. 


Table 9--Selected commercial bank profitability and efficiency measures by bank size, June 30, 1991 1/ 


Return Return -Noninterest income Interest expense Interest expense 
ate assets 2/ eemiiey Sf utilization 4] porslimieccne potelnespence Pieces leone 
McC ealkan KRucA. avr ed) belercy re Snercenteats) . Russ Son! inn -Rewtarts fh diene 
under 26 0.59 5.88 9.72 8.38 57.03 54.95 

a 26 - 50 0.73 7.99 ORT 8.22 Sono 55.68 
, Sdig— 00 Hath) 13.64 9.86 8.96 60.34 SPIT 
101 - 300 0.85 10.49 Sago 9.84 DoS 55.42 
301 - 500 0.83 10.88 9.94 10.46 60.14 55.78 
over 500 0.51 8.26 10.74 18.84 59.28 60.93 
“Average | 0.60 "9.00 10.53 16.65 59.39 59.57 


wee sew eee ew ow ee es eww wee eS ew ee eee eee ee sees ees e se eet eee nseneere= 


1/ All ratios are on an annualized basis and weighted within class size. 2/ Rate of return on assets is net 
income after taxes as a percentage of total assets. 3/ Rate of return on equity is net income after taxes as a 
percentage of total equity. 4/ Asset utilization is gross income as a percentage of total assets. 


Source: Calculated from the Report of Condition and Report of Income files, Board of Governors of the Federal 
Reserve System. 
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Agricultural Lender Situation—continued 
Farm Credit System Situation Continues To Improve 


A favorable interest-rate environment has allowed Farm Credit System institu- 
tions to rebuild capital. St. Paul and St. Louis district banks plan merger aimed 


at trimming costs. 








After a decade of adversity, the Farm 
Credit System (FCS) entered 1992 in a 
strengthened financial condition. The 
size of its loan portfolio and its share of 
the farm debt market have stabilized. 
Earnings and earnings quality have im- 
proved. Capital levels have been re- 
stored. Nonperforming assets, though 
still unacceptably high, continue to 
work their way through the portfolio. In 
short, the last few years of record farm 
income have benefited the FCS. 


After suffering substantial losses in loan 
volume from 1983 through 1987, the 
FCS portfolio has stabilized at roughly 
$50 billion, while its share of the farm 
loan market is approximately 25 percent 
(table 10, appendix table 1). FCS mar- 
ket share for long-term farm real estate 
loans has settled at roughly 33 percent, 
and its short- and intermediate-term 
portfolio represents a 15-percent market 
share. 


FCS earnings quality steadily improved 
as its loan portfolio stabilized and the 
farm sector recovery progressed (table 
11). FCS income may have surpassed 
$800 million for the 1991 calendar year. 
Although FCS income reached $700 
million in 1988, reversals in the allow- 
ance for loan losses accounted for all but 
$20 million. By 1990, however, net 
income was dominated by solid operat- 
ing results led by a strong performance 
in net interest income. This trend con- 
tinued in 1991. The increase in net in- 
terest income stems from a faster de- 
cline in the System’s cost of funds than 
in the interest it charges on loans and 
from the decline in nonearning assets. 


Capital adequacy has been a major regu- 
latory concern. By mid-1991, FCS at- 


risk capital, including loss allowances 
and the FCS insurance fund, stood at 
$6.8 billion or 13 percent of loans out- 
standing (table 12). This was nearly as 
high as the level of surplus and loan loss 
reserves in 1985 and was a higher per- 
centage of loans outstanding. All banks 
have now attained interim minimum 
risk-adjusted capital levels, and all but 
three banks have attained the permanent 
7-percent risk-adjusted capital standard 
that takes effect in 1993. 


Nonperforming loans (nonaccrual loans 
plus accrual loans over 90 days past due) 
decreased substantially from 1985 
through 1989, both in dollar terms and 
as a percent of loans outstanding (table 
12). This trend has stalled in the past 2 
years for at least two reasons. First, the 
Farm Credit Administration (FCA), 
which regulates the FCS, has imposed 
more conservative standards for class- 
ifying nonaccrual loans. The effect of 
these standards is indicated by the 
change in the proportion of nonaccrual 
loans that were current in both interest 
and principal payments. At yearend 
1990, about 58 percent of nonaccrual 
loans were current, compared to 47 per- 
cent at yearend 1989. This indicates 
that loan quality continues to improve. 
On the other hand, it is also possible that 
the remaining nonperforming assets are 
those that will be the most difficult to 
work through or liquidate. 


Historical comparisons do not, how- 
ever, tell the whole story of the improve- 
ment in the FCS. Policy and regulatory 
changes have also strengthened the sys- 
tem. These include the reorganization 
of the FCA as an “arms-length regula- 
tor,” the adoption of Generally Ac- 
cepted Accounting Principles (GAAP) 


accounting and outside auditing, uni- 
form and conservative underwriting 
standards, risk-adjusted capital stand- 
ards, rigorous exams of FCS lending 
institutions undertaken by FCA exam- 
iners rather than district bank employ- 
ees, much improved asset/liability man- 
agement, and the imposition of 
constraints on assisted banks through 
agreements with the FCS assistance cor- 
poration. 


System Efficiency 
Needs Attention 


The FCS faces challenges in attaining 
measurable progress in improving over- 
all cost efficiency, and weaknesses in 
the cooperative- and sector-specific na- 
ture of the system have not been ad- 
dressed. 


Despite massive restructuring (see spe- 
cial article), the FCS has been unable to 
improve overall operating efficiency 
(last line, table 12). Overall operating 
costs per dollar loaned increased as the 
loan portfolio shrank and its quality de- 
teriorated in the mid-1980’s. In con- 
trast, the Banks for Cooperatives (BC’s) 
managed to lower per dollar operating 
costs by about 25 basis points over the 
same period. 


In an effort to duplicate some of the 


efficiency gains enjoyed by the BC’s, 
the St. Louis and St. Paul districts are 
planning to complete the first voluntary 
merger of farm credit districts on July 1, 
1992. Aggressively pursuing possible 
gains in operating efficiency could sig- 
nificantly enhance the FCS’s competi- 
tive position. 
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SS NY 
V—, sesso 


Loan volume stabilizes as income, income quality, and at-risk capital continue to 
improve. Nonaccrual loans and operating costs remain stubbornly high. 


SSS 
nesses 


Table 10--Farm Credit System loan volume, by loan type, as of December 31, 1985-90, and September 30, 1991 


Loan type 1985 1986 1987 1988 1989 1990 1991 
Billion dollars 

Long-term real estate 46.58 39.26 34.35 32.18 30.24 29.42 29.25 

Short and intermediate term 15.07 11.56 9.93 9.26 10.02 10.67 11.39 

Loans to cooperatives 8.15 7.4 8.22 9.99 10.44 11.08 10.62 

Total 69.8 58.22 52.5 51.43 50.7 Stat f: 51.26 
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Source: Federal Farm Credit Banks Funding Corporation, Farm Credit System Annual Information Statement and Farm 
Credit System Quarterly Information Statement, various dates. 


Table 11--Farm Credit System income statement, as of December 31, 1985-90, and September 30, 1991 


Item 1985 1986 1987 1988 1989 1990 1991 
Billion dollars 
Total interest income 8.974 7.169 5.783 5.822 6.270 6.129 4.188 
less interest expense 7.679 6.389 5.274 5.035 Dae 4.893 3.040 
Net Interest _ Income 1.295 0.781 0.509 0.787 1.006 1.235 1.148 
less peovision for loan losses -2.969 -1.798 0.196 0.681 0.285 0.041 -0.037 
less loss on other property -0.285 -0.233 -0.012 0.069 0.06 0.031 0.019 
lus other income 0.152 0.129 0.098 0.12 0.14 0.157 0.131 
ess other expense -0.898 -0.805 -0.791 -0.736 -0.745 -0.749 -0.582 
less debt repurchase 0 0 0 -0.174 0 -0.039 0 
less taxes 0.016 0.013 -0.017 -0.044 -0.066 -0.068 -0.056 
Net Income -2.689 -1.913 -0.017 0.705 0.695 0.608 0.624 


Source: Federal Farm Credit Banks Funding Corporation, Farm Credit System Annual Information Statement and Farm 
Credit System Quarterly Information Statement, various dates. 


Table 12--Farm Credit System financial indicators, as of December 31, 1985-90, and September 30, 1991 
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Item 1985 1986 1987 1988 1989 1990 1991 
Percent 
At-risk capital/total loans 1/ 9.86 9.40 8.41 7.64 10.52 11.95 13.80 
Percent of loans in nonaccrual status 
or over 90 days past due 9.26 13.93 10.95 7.31 5.54 5.39 5.25 
Other expense/total loans 1.29 1.38 leon 1.43 1.47 1.46 1.51 


1/ At-risk capital includes allowances for losses on acquired peepeley. Se eee: surplus and unprotected borrower 
rior to 
all paid-in borrower stock and participation certificates are considered protected. 


Source: Federal Farm Credit Banks Funding Corporation, Farm Credit System Annual Information Statement and Farm 
Credit System Quarterly Information Statement, various dates. 
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Agricultural Lender Situation—continued 
Farm Credit System Performance Varies Among Districts 


Net income and at-risk capital positions generally improve, but nonaccrual loan 
volume remains unacceptably high in many districts. Assisted districts are 


performing well. 








The FCS institutions that lend directly 
to farmers include the 11 district Farm 
Credit Banks (FCB’s), the Federal Inter- 
mediate Credit Bank (FICB) of Jackson, 


and the local lending associations. (See © 


the special article on FCS structure for 
details.) Combined, these institutions 
account for about 80 percent of FCS 
assets. Thus, FCS financial perform- 
ance tends to mirror the aggregate finan- 
cial performance of these banks and 
their associations. However, system- 
level statistics hide differences in per- 
formance among FCS districts. The fol- 
lowing discussion compares the 
combined performance of the district 
banks (the FCB’s and the Jackson 
FICB) and their related associations for 
the 9 months ending on September 30, 
1990, and September 30, 1991. 


Total loan volume ranges from $5.86 
billion in the St. Paul district to $1.73 
billion in the Springfield district (table 
13). While aggregate loan volume re- 
mained flat, the Baltimore, Louisville, 
and Jackson districts experienced loan 
volume growth above 4 percent. In the 
Spokane and Wichita districts, loan vol- 
ume contracted more than 4 percent 
from September 30, 1990, to September 
30, 1991. 


Although district aggregate nonaccrual 
loans decreased 4.2 percent for the year 
ending September 30, 1990, such loans 
continued to account for over 5 percent 
of overall loan volume. Five of the 12 
districts had ratios of nonaccrual loans 
to total loans exceeding 5 percent, and 3 
districts had ratios exceeding 8 percent. 
In addition, the Springfield, Baltimore, 
Jackson, St. Paul, and Wichita districts 
experienced substantial increases in 
their nonaccrual loan volume. The 
Omaha, Western, and Spokane districts 
were able to reduce nonaccrual loan vol- 
ume markedly. 


The most impressive changes in FCS 
financial statistics achieved in 1991 are 
the substantial improvements in net in- 
come and at-risk capital. At-risk capital 
measures all resources that can be liqui- 
dated without impairing bondholders. 
Such resources include unprotected bor- 
rower stock and surplus as well as al- 
lowances for losses on loans and ac- 
quired property. All-district net income 
rose more than 30 percent for the 9 
months ending September 30, 1991, 
compared to a year earlier. All-district 
at-risk capital and the all-district ratio of 
at-risk capital to total assets increased 
more than 16 percent each over the same 
period. 


Although all districts experienced some 
increase in at-risk capital, some districts 
did not share the increase in net income 
(figure 8). Net income declined in the 
Louisville, Jackson, St. Paul, Wichita, 
and Texas districts. Decreases in net 
income in the Louisville, St. Paul, and 
Wichita districts can be fully explained 


by adecrease in the level of reversals for | 


previously recognized losses on loans 
and acquired property. Roughly half 
the decrease in net income in the Jack- 
son district can also be explained by 
year-earlier reversals in loss allow- 
ances. Thus, current operating income 
and earings quality continued to im- 
prove in these three districts despite 
their decline in reported net income. 
However, half the decrease in net in- 
come in Jackson and the entire decrease 
in net income in Texas can be explained 
by increases in other operating ex- 
penses, including salaries, benefits, and 
miscellaneous charges. 


The ratio of at-risk capital to total assets 
is a measure of the cushion between 
stockholders and bankruptcy. This ratio 
was well over 10 percent for all districts 
except Spokane, where it was slightly 


less by September 30, 1991. Only the 
Baltimore and Jackson districts failed to 
increase their at-risk capital-to-asset ra- 
tio over the year earlier. However, both 
districts had comfortable levels of 
capital. 


Assisted Districts Doing Well 


Of particular interest is the financial per- 
formance of assisted districts. Since 
1988, when legislation authorizing fi- 
nancial assistance to distressed FCS in- 
stitutions was signed, four district banks 
have received Federal assistance: 
Omaha, St. Paul, Louisville, and 
Spokane. These banks are operating 
under the oversight of the FCS Assis- 
tance Board. 


By all measures, the assisted districts 
are performing well, both in absolute 
terms and relative to districts that did not 
receive assistance. Taken together, as- 
sisted districts had no change in loan 
volume, while lowering nonaccrual 
loans almost 4 percent. Nonaccrual 
loans as a percent of total loans remains 
high at 7 percent. Of the assisted dis- 
tricts, St. Paul and Spokane have the 
largest problems with loan quality. As- 
sisted districts experienced strong earn- 
ings growth and impressive improve- 
ment in the quality of earnings. Net 
income increased at assisted districts by 


over 40 percent, and the percent of net 


income derived from reversals of pre- 
viously recognized losses fell 78 per- 
cent. Finally, the at-risk capital position 
of assisted districts improved over 23 
percent in absolute value and over 27 
percent relative to assets. These results 
indicate assisted districts are making 
impressive progress and that the Assis- 
tance Board is working effectively. 
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Only the unmerged Jackson district shows a sharp drop in net income without a 
compensating increase in income quality. Nonaccrual loans show significant 
increases in some districts, but at-risk capital position improves nationwide. 













































. Table 13--Farm Credit System district-level financial statistics 
Share 
Nonaccrual -of income Total At-risk 
ea iy: Total Nonaccrual loan _ Net from loss at-risk capital/ 
District loans loans share income reversals capital 1/ assets 
Thousand dollars Pet. Thou. dol. Pet. Thou. dol. Pct. 
Sen ernn mene nome ooo eee e Nine months ending September 30, 1991-----------rererrrrernerrn= 
; Springfield 1,731,680 2,677 1.9 20,5 NMF 295,671 13.8 
Baltimore 3,380,442 49,124 e>) 25,941 NMF 515,415 13.2 
y Columbia 4,081,753 178,997 4.4 71,951 NMF 861,640 16.7 
Louisville 3,876,882 129,030 3.3 70,514 14.3 672,290 16.0 
Jackson. 601,641 25,548 4.3 2; NMF 106,141 15.8 
St. Louis 3,669,531 244 ,096 6.7 44,463 NMF 585,112 14.3 
St. Paul 5,856,471 512,522 8.8 68,118 10.2 903, 193 isev, 
Omaha 3,896,029 209,227 5.4 63,847 2.1 597,272 14.1 
Wichita 3,389,172 129,212 3.8 47,705 16.9 1,923 18.5 
Texas 3,818,715 88,148 4.9 30,472 NMF 551 16.1 
Western 5,202,976 464,564 8.9 52,123 NMF 725,246 12.5 
Spokane _ 2,681,053 319,515 V1.9 41,000 3.4 292,191 9.9 
All districts | 42,186,345 2,482,660 5.9 519,615 NMF 6,988,000 14.6 
Assisted districts 3/ 16,310,435 1,170,294 7.2 243,479 8.1 2,464,946 13.7 
lel ela sae oe oem ear a Nine months ending September 30, 1990--------------rrrrerrrrnne 
Springfield 1,680,693 18,147 Ved i NMF 276,120 13.0, 
Baltimore 3,115,957 26,657 0.9 16,362 NMF 481,689 13.1 
Columbia 4,194,790 174,150 4.2 A NMF 776,778 14.5 
Louisville 3,724,674 137,279 Sar 73,271 36.0 582,147 14.4 
Jackson 577,519 18,480 3.2 6,438 31.2 103,663 15.7 
St. Louis 3,565,501 256,227 7.2 35,700 18.6 470,1 11.2 
St. Paul 5,999,781 432,878 ee: 74,954 46.9 728 ,802 10.5 
Omaha 3,777,612 241,26 6.4 31,816 6.6 511,133 12.0 
Wichita 3,559,114 112,526 ae 55,798 32.0 636,085 15.7 
Texas 3,778,572 169,347 4.5 32,426 NMF 684 ,2 13.9 
Western 5,284,355 599, 783 11.4 12,040 NMF 527,246 8.5 
poorer A 2,818,227 405,013 14.4 (7,647) NMF 575. 
All districts. 42,076,795 2,591,749 6.2 398, 425 20.0 5,993 , 062 12.1 
Assisted districts 2/ 16,320,294 1,216,432 7.5 172,994 38.1 1995 ,820 10.8 
Sa ewnccesqcensccs Percent change, September 30, 1990 to September 30, 1991 -carosessocsscsces 
Springfield 3.0 80.1 74.8 145.6 NMF Teo 0.5 
Baltimore 8.5 84.3 69.9 58.5 NMF 7.0 0.4 
Columbia -2.7 2.8 5.6 16.6 NMF 10.9 15.6 
Louisville 4.1 -6.0 -9.7 -3.8 -60.2 15.5 ita 
e. Jackson 4.2 38.3 32.7 -59.0 NMF 2.4 0.6 
a St. Louis 2.9 -4.7 -7.4 24.6 NMF 24.5 28.0 
St. Paul 72.4 18.4 21.3 -9.1 -78.3 23.9 29.6 
Omaha Sal -13.5 -15.9 100.7 -67.5 16.9 17.9 
Wichita -4.8 14.8 20.6 714.4 -47.2 4.1 18.0 
Texas Sal 11.1 9.9 -6.0 NMF 10.4 16.0 
Western “1.5 -22.5 -21.3 332.9 NMF 37.6 46.8 
Spokane -4.9 -21.1 “17.1 NMF NMF 68.2 88.2 
i All districts _ 0.3 -4.2 “4.5 30.4 NMF 16.6 20.5 
Assisted districts 2/ -0.1 -3.8 -3.7 40.7 -78.7 23.5 27.2 


NMF = No Meaningful igure: 1/ At-risk capital includes allowances for losses on acquired property and loans, 
surplus and unprotected borrower stock. 2/ Assisted districts include Louisville, St. Paul, a, and Spokane. 


Source: Federal Farm Credit Banks Funding Corporation, Summary Report of Condition and Performance 
of the Farm Credit System, various dates. 


; Figure 8 


District Net Income for 9 Months Ending September 31 
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Agricultural Lender Situation—continued 


Farmers Home Administration Direct Lending and 
Delinquencies Continue To Decline 


Progress continues in restructuring loans and directing new lending away from 


direct loans. 








The role of the Farmers Home Admini- 
stration (FmHA) in supplying farmers 
with credit continued to shrink in 1991. 
As of September 1991, there were 
169,747 direct (insured) farm program 
borrowers (down 10.2 percent from 
1990), of which 14.2 percent were de- 
linquent, and another 12.3 percent were 
in foreclosure, collection, or bank- 
ruptcy. Outstanding principal on 
FmHA’s direct farm loans also de- 
clined, $2.1 billion from mid-1990 to 
mid-1991. The decline can be attrib- 
uted to reduced new lending volume in 
these programs, greater loan restructur- 
ing activity, loan writeoffs, and overall 
reluctance on the part of borrowers to 
increase their indebtedness. 


Direct farmer loan program obligations 
for fiscal 1991 (year ending September 
30) dropped to just $633.7 million (table 
14). As recently as fiscal 1985, lending 
had totaled nearly $4.8 billion. Operat- 
ing Loan (OL) program obligations slid 
$243 million to $490 million, while 
Farm Ownership (FO) program obliga- 
tions declined to just over $57 million. 
Appropriations for both types of loans 
were reduced significantly in fiscal 
1991, resulting in over 99 percent of 
appropriations being obligated. The 
timing of FO and OL obligations was 
steady over the period in question ex- 
cept for the expected spikes occurring in 
conjunction with seasonal outlays, es- 
pecially for OL funds. Approximately 
38 percent of the insured loan obliga- 
tions were to first-time borrowers. 


Emergency Disaster (EM) program 
lending receded to $81 million (13.6 
percent of the funds appropriated), 
down from $102 million in fiscal 1990. 
These loans are available to farmers 
who sustain losses due to adverse con- 
ditions that cause the destruction of 
crops and other property. Weather con- 
ditions in 1990 generally improved over 
1989, accounting for the decline in EM 
loans in fiscal 1991. The requirement to 


8 


purchase crop insurance was perma- 
nently waived via technical amend- 
ments made to the 1990 farm bill. 


Loan Delinquencies Down 


Legal roadblocks established in the 
mid-1980’s slowed FmHA’s ability to 
work through its delinquent loans. 
However, the last 2 years have shown 
sizable improvement. At mid-1991, 
$5.8 billion in past due principal and 
interest payments were outstanding, 
down 12.5 percent from a year earlier 
(table 15), representing approximately 
24,000 borrowers. The share of delin- 
quent loan payments to total loan vol- 
ume declined to 32.7 percent, suggest- 
ing that delinquencies should continue 
to decline. 


The core of loan delinquency problems 
continues to reside with the EM and the 
Economic Emergency (EE) loan pro- 
grams. The EE program, which has not 
been funded since 1984, provided loans 
to help farmers overcome economic 
hardship brought on by credit scarcity or 
a cost-price squeeze. Most loans under 
both programs were made from the late 
1970’s to the early 1980’s. Delinquent 
payments under these programs ac- 
counted for $4.1 billion, or 74.6 percent 
of the total delinquent FmHA payments 
at the end of fiscal 1991 (same percent- 
age as in fiscal 1990) (table 16). Of the 
delinquent EE and EM loan payments, 
$3.8 billion has been past due for 4 or 
more years. About 6,300 borrowers 
hold these loans, which have proven 
most difficult to resolve through debt 
restructuring. 


Debt Restructuring Continues 


Under rules established by the Agricul- 
tural Credit Act of 1987, FmHA contin- 
ues to restructure loans delinquent for 
180 days or more. With the objective of 
keeping farmers on the farm at the low- 
est cost to the Government, FmHA uses 


preservation loan servicing programs 
and debt settlement programs to restruc- 
ture delinquent loan accounts. The pace 
of restructuring activity declined in fis- 
cal 1991 because regulation changes 
had to be made to reflect changes 
authorized by the 1990 Food, Agricul- 
ture, Conservation, and Trade Act. 


In fiscal 1991, approximately 50,000 
borrowers were assisted, contributing to 
a further decline in total and delinquent 
loan volume. As of September 30, 


1991, 7,677 borrowers had received - 


loan writedowns of $1.2 billion, while 
8,258 had received $1.7 billion of debt 
writeoffs when they paid off their loans 
at the net recovery value. 


Loan Writeoffs Remain High 


Net writeoffs on FmHA’s direct farmer 
loans decreased from the previous fiscal 
year to $2.2 billion in fiscal 1991. The 
reduced level of losses can be attributed 
to less foreclosure and debt restructur- 
ing activity. Two-thirds of the writeoffs 
occurred for loans under the EE and EM 
programs, and with $4.1 billion in long- 
term delinquent debt remaining in these 
programs, direct loan writeoffs will re- 
main high for the foreseeable future. 


Value of Inventory Property Falls 


The market value of farm real estate 
property held by FmHA in inventory 
was $405 million as of September 30, 
1991, $59 million below the previous 
year. The average value of inventory 
property fell 4.2 percent to $118,978 in 
fiscal 1991. Four years earlier the value 
of inventory property was close to $800 
million, with an average value of 
$147,164. The 742 properties going 
into inventory were down from the pre- 
vious fiscal year’s 955. The sale of ex- 
isting inventory property declined to 
1,203 units from the previous year’s 
1,850, while the average number of 
months held increased from 39 to 41. 
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Direct loan obligations decline to $633.7 million as FmHA beefs up efforts to 
graduate borrowers from its direct loan programs. 














Table 14--Farmers Home Administration farmer program obligations, September 
30, 1984, to September 30, 1991 


Outstandin 


Year Total Direct Guaranteed principa 
2/ GinsuGed ln etsene ncaa ace aa of farmer 
Share programs 3/ 
of tota 

== mbime Million dollars------ Pct. Mil. dol. 

1984 4,438.7 3,995.8 442.9 4/ 10.0 26,093.2 
1985 Boel, 4,753.0 1,174.7 19.8 28,817.5 
1986 4,367.5 2,807. 1,569.1 35.9 29,240.4 
1987 3,080.5 1,515.0 1,587.4 51:5 28, 147.6 
1988 2e520en 1,065.8 1,271.4 54.8 28,242.6 
1989 2,229.6 1,030.1 1,199.5 53.8 26,525.6 
1990 2,193.2 921.3 1,271.9 58.0 23, 684.0 
1991 2,124.1 633.7 1,470.4 69.2 21,992.1 


1/ Obligations are the dollar amounts of funds loaned or guaranteed, 
including the dollar amount of interest rate assistance provided on 
uaranteed loans. 2/ Fiscal years. 3/ Total outstanding principal 

lance of loans guaranteed by FmHA and direct or insured FmHA loans at 


earend. 4/ Includes $289.9 million in guaranteed Economic Emergency 
oans. 
Source: Farmers Home Administration, 616 Report, 4067 Report, and 205 


Report, various issues. 


Table 15--Farmers Home Administration direct farmer loan picspon 
delinquencies, June 30, 1984, to June 30, 1991 1/ 


ww we a ww a nw a a a a nn me ee ee ew we ee we eee ewe ewe eece 


Number of active cases 2/ 


(caseload) 

Year Delinquent 3/ Delinquent 4/ 
Total Total Propor- Total Amount Share of 
tion total 
===) NUMDE f= == Pct. -- Mil. dollars -- Pct. 
1984 446,855 158,237 35.4 25,369.0 Sao ea 21.3 
1985 455,561 165,344 36.3 27, 786.3 6,384.8 23.0 
1986 429,146 157,391 36.7 27,834.6 6,835.2 24.6 
1987 396,910 143,270 36.1 26,252.3 1,005.28" > 26:7 
1988 383,571 151,486 39.5 25,395. 8,749.7 34.5 
1989 353, 703 136,847 38.7 23,474.6 35699 mm Sten 
1990 305,551 95,915 31.4 19,926.9 6,665.8 33.4 
1991 287,105 83,614 31.0 17,827.4 5,834.0 32.7 

1/ June 30 of year shown to account for the annual cyclical trend in 

delinquencies. 2/ Duplicated cases because some borrowers have loans under 


several different programs. Prior to 1988 active cases excluded those 
borrowers who are in foreclosure, bankruptcy, or liquidation status. 
Active cases do not include loans made to associations. 3/ Prior to 1988 a 
case was considered delinquent when a payment was more than $10 and 15 days 
past due. Beginning in 1988, a case is delinquent if a payment is more 
than 30 days past due. 4/ Amount delinquent includes past due principal 
and interest payments. 


Source: Farmers Home Administration, 616 report, various issues. 


Table 16--Farmers Home Administration direct farmer loan program 
delinquencies by program, September 30, 1991 
oe Number of active cases 1/ 
(caseload) 


Direct farmer 
programs 


Total Total Propor- Total Amount Share 
tion of total 
---Number--- Pct. --Mil. dollars-- Pct. 
Farm ownershi 
(FO) pe 96,171 17,222 17.9 6,022.4 433.6 U2 
Farm ouper ens P 
-- nonfarm 
enterprises 852 174 20.4 33.6 SeOmen Oat, 
Operating 
loans -- 
excluding 
youth (OL) 82,241 27,424 33.4 3,843.4 923.3 24.0 
Operating : 
loans -- 
youth _ 834 141 16.9 yee Ose el.9 
Emergency dis- 
aster (EM) 64,167 21,951 34.2 5,296.2 3,241.4 61.2 
Economic emer- 
gency (EE) 26,030 10,050 38.6 2,069.1 868.5 42.0 
Recreation 123 32 26.0 7.8 1.6 21.0 
Soil and 
water 10,110 2,210 21.9 189.7 34.8 18.3 
Total 280 ,528 79 , 204 28.2 17,465.5 550/298 led 


1/ Duplicated cases because some borrowers have loans under several 
different programs. Active cases do not include loans made to | 
associations. 2/ A case is considered deliquent when a payment is more 
than 30 days past due. 3/ Amount delinquent includes past due principal 
and interest payments. 


Source: Farmers Home Administration, 616 report for September 30, 1991. 





Agricultural Lender Situation—continued 
Farmers Home Administration Guaranteed Lending Grows 


Guaranteed loan programs’ growth slow but steady. 











Guaranteed loan obligations totaled 
$1.5 billion in fiscal 1991, up 15.4 per- 
cent from the previous year (table 17), 
and the second year-to-year increase 
since fiscal 1987. Guaranteed loans ac- 
counted for a record 69.2 percent of 
FmHA’s total farmer program obliga- 
tions as both appropriations and obliga- 
tions for direct lending decreased. 


Despite greater use of guarantees, lend- 
ers for the most part remain disinter- 
ested. At the end of fiscal 1991, FmHA 
had guarantees on $4.5 billion in loans 
held by an estimated 40,000 farmers 
doing business with over 10,000 com- 
mercial lenders. The average loan per 
borrower was $113,000, with each par- 
ticipating bank providing guarantees for 
only 4 farmers. Only 39.9 percent of 
guaranteed operating loan authority and 
35.4 percent of guaranteed farm owner- 
ship authority were obligated during the 
fiscal year. Guarantee obligations are 
the amount of loan principal that FmHA 
has agreed to insure for repayment to the 
lender. 


Guarantee Programs 


The switch from direct to guaranteed 
lending was made on the assumption 
that private sector lenders could better 
evaluate the financial viability of a bor- 
rower’s farm operation. First author- 
ized in the Food Security Act of 1985 
and then further developed in the Food, 
Agriculture, Conservation, and Trade 
Act of 1990 and the Omnibus Budget 
Reconciliation Act of 1990, loan guar- 
antee use was encouraged by elevating 
the interest rate subsidy available on 
guaranteed loans, making allowances 
for partial liquidation by lenders in the 
event of default, and strengthening the 
secondary market for these loans. 


Interest Rate Buydowns Increase 
Obligations under the Interest Rate As- 


sistance program (formerly Interest 
Rate Buydown) increased from the 


$13.9 million obligated in 1990 to $83.8 
million in fiscal 1991. All new guaran- 
teed farm loans and existing FO and OL 
loans are now eligible for the Interest 
Rate Assistance program. The program 
was changed in the 1990 Act to provide 
greater assistance to current guarantee 
program borrowers, promote gradu- 
ation of direct program borrowers to 
guaranteed credit, and increase partici- 
pation in guarantee programs among 
lenders. 


Under the adjusted program, which be- 
gan in fiscal 1991, FmHA covers the 
cost of an interest rate writedown up to 
a maximum of 4 percentage points. 
Also, the 3-year limitation on interest 
rate assistance has been extended to 
cover 10 years or the term of the loan, 
whichever is less. 


Delinquency Rates and 
Losses Remain Stable 


Outstanding principal on guaranteed 
loans continues to rise, reaching over 
$4.5 billion on September 30, 1991 (ta- 
ble 18). However, delinquent payments 
on guaranteed loans remain small com- 
pared to the direct lending programs. 
Delinquent loan payments represented 
only 1.3 percent of total guaranteed loan 
volume at fiscal yearend, but over 31.5 
percent of the direct loan portfolio. As 
with the direct loan portfolio, emer- 
gency loans have the highest delin- 
quency rates among guaranteed loans 
(table 19). The emergency programs 
have not been funded since the early 
1980’s. 


FmHA losses on guaranteed farm loans 
declined in fiscal 1991 to $51.6 million. 
Losses suffered on defaulted guaranteed 
loans remained small compared with the 
direct lending program losses. This was 
because the majority of guarantees were 
relatively new, fewer were made for 
emergency purposes, participating 
lenders must incur some of the default 
risk, and the average borrower in the 


guarantee program tends to be more 
creditworthy than the direct loan bor- 
rower. 


Outlook for FmHA 


FmHA’s direct farm loan portfolio 
should continue to dwindle in 1992 as 
loan writeoffs mount and new lending 
activity remains low. Outstanding vol- 
ume on direct loans at the end of fiscal 
1991 stood at $17.5 billion. If the trend 
in paying down loans continues in 1992, 
yearend volume should be around $15 
billion. Delinquency rates in 1992 will 
continue downward; however, delin- 
quencies of 31 to 180 days increased 
slightly in 1991 from 1990, but not 
enough to suggest a change in trend. 


Loan funds for the direct FO and OL 
programs should be ample throughout 
fiscal 1992. Annual apportionments for 
direct FO loans have been increased 
from $57.2 million to $66.75 million 
and from $493.3 million to $850 million 
for direct OL. Both of these programs 
were used to near capacity in 1991. Bar- 
ring a major natural disaster, such as 
widespread drought, ample funds 
should be available from the Emergency 
Disaster loan program to handle 1991 
and 1992 weather-related problems. 


Appropriations have been reduced for 
guaranteed FO loans from $1.03 billion 
to $489.25 million, which is more in line 
with actual obligations in fiscal 1991. 
As a result of the changes made in the 
Interest Assistance program, use of sub- 
sidized guarantees increased substan- 
tially. Funding for this program was 
increased from $98 million in 1991 to 
$300 million this year. 


FmHA will continue to shift direct loan 
programs to guaranteed loan programs. 
Furthermore, greater effort will be made 
to funnel direct lending to beginning 
farmers and programs designed to give 
equal access to farm ownership. 
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The outstanding volume of FmHA’s guaranteed farm loans increased $387 


million in fiscal 1991, 9.3 percent over the previous year. 








Guaranteed 


Direct 
Guaranteed 


Farm ownership (FO) 
Direct 


Operating loans (OL) 


Emergency disaster (EM) 


Table 17--Farmers Home Administration major farmer program lending 
authority and obligations, fiscal 1991 


www wwe ee em ee ee ew ee ee ee ee we ee ee ee ee ee ee we ee ee ew ee ee we ee ee ee ee ee eee ee eee eee eee 


Ce ed 


-- Thous. dollars -- 


57,200 
1,033,300 


493,300 
2,604, 700 
599 


57, 139 
365,512 
489,909 

1,040;555 

81,454 


a 


Interest rate buydown 
program 98 ,000 83,796 


1/ Budgetary limits on the volume of new loans that can be issued during 
the year. 2/ Actual amount of lending authority committed to new loans or 
loan guarantees. 


Source: Farmers Home Administration. 


Table 18--Farmers Home Administration guaranteed farmer loan program 
delinquencies, September 30, 1984, to September 30, 1991 


Year Delinquent Delinquent 2/ 
Total Total Propor- Total Amount Share of 

tion total 

--- Number --- Pct -- Mil. dollars -- Pet 

1984 4,111 235 are 484.2 16.2 3.3 
1985 7,160 313 4.4 834.5 19.3 2.3 
1986 Ns 13% 723 4.8 1,664.5 31.4 1.9 
1987 23,558 1,106 4.7 2,384.0 42.6 1.8 
1988 35,746 1,388 3.9 3,177.6 54.1 Tek 
1989 38 1,733 4.5 3,243.7 60.6 1.9 
1990 48,605 1,880 3.9 4,139.8 58.5 1.4 
1991 52,299 2,170 4.2 4,526.6 59.3 1.3 


eee em me ee ee em em ew ee em ew ee ee ee ee ee ew eee ee ee em ee ee ee ee ee ee ee ee ee ee ee ee ee ee ee eee 


1/ September 30 of year shown. 2/ Amount deliquent includes past 
payments of principal and accrued interest. 


Source: Farmers Home Administration, 4067 report, various issues. 


Table 19--Farmers Home Administration guaranteed farmer loan program 
delinquencies by program, September 30, 1991 


Guaranteed SHIA TAC Nate ken chet aay ort wi tlie te el ce 
farmer Delinquent Delinquent 2/ 
OLOGEOMG al /alivey SPERDE Weta eno TNT SoS ey un cessaseseccsccs 
Total Total Propor- Total Amount Share of 
tion total 
---Number - -- Pet. -Mil. dollars- Pct. 
Farm ownership 11,277 496 426..91,520.5 Ws 1.0 
Operating loans 40,463 1,556 3.9 2,941.2 34.7 lez 
Emergency loans 5 1 20.0 0.3 0.4 133.0 
Economic emer- 
gency 1 535 111 20.1 62.2 8.5 3, 
Emergency live- 
stock 19 6 31.6 2st 0.5 18.5 
Total 52,299 2,170 4.2 4,526.6 59.3 1.3 


1/. Emergency, Economic Emergency, and Emergency Livestock guaranteed 
loan programs are currently not being funded. 2/ Amount delinquent 
includes past due payments of principal and accrued interest. 


Source: Farmers Home Administration, Report 4067 for September 30, 1991. 
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Agricultural Lender Situation—continued 
Life Insurance Company Farm Loan Portfolios Improve 


Loan delinquency and foreclosure levels are the lowest since the mid-1980’s. 
The outlook for 1992 is generally favorable. 








Historically, agricultural real estate 
mortgages have been an important life 
insurance company investment and a 
key source of farm real estate loan 
funds. Approximately 30,900 agricul- 
tural mortgage loans were held by about 
12 life insurance companies on June 30, 
1991. During 1991, the quality of agri- 
cultural mortgage portfolios of life in- 
surance companies generally continued 
to improve. 


Delinquencies Have Declined 
from Mid-1980’s Peaks 


Delinquency rates based on the number 
of loans held by life insurance compa- 
nies were lower for agricultural mort- 
gages than for nonagricultural loans 
throughout the 1970’s. The agricultural 
delinquency rate surpassed the nonagri- 
cultural rate in June 1981 and has done 
so continuously since June 1982 (table 
20). The June 1987 agricultural mort- 
gage delinquency value of 9.12 percent 
was the highest recorded since the 
American Council of Life Insurance in- 
itiated its survey in 1954. Agricultural 
loan delinquency has declined to 3.55 
percent, still in excess of the rising rate 
for nonagricultural mortgages. 


The delinquency rates on the volume of 
loans outstanding are higher for agricul- 
tural mortgages than nonagricultural 
loans despite the growing problems 
with urban commercial real estate. The 
percent of agricultural mortgage debt 
that is delinquent has exceeded the non- 
agricultural rate since June 1978. The 
share rose to a record 19.85 percent in 
June 1986 but declined to 6.35 percent 
by June 1991 (table 20). Some $591 
million of life insurance company agri- 
cultural mortgage debt was delinquent 
on June 30, 1991. 


Foreclosures Down from 
Earlier Highs 


Agricultural mortgage foreclosure rates 
by number of loans have exceeded non- 


agricultural rates since June 1979, and 
stood at 1.26 percent in June 1991 (table 
21), down from the record high 3.91 
percent 4 years earlier. A total of 388 
life insurance company agricultural 
mortgage loans were in the process of 
foreclosure on June 30, 1991, down 
from the 1,915 on June 30, 1986. 


Agricultural mortgage foreclosure rates 
by dollar amount of loans outstanding 
have exceeded nonagricultural rates 
since June 1978 and reached record lev- 
els in the 1980’s (table 21). On June 30, 
1986, a record 8.23 percent of the 
amount outstanding was in the process 
of foreclosure, but by June 30, 1991, it 
had declined to 2.45 percent. A total of 
$227.3 million in life insurance com- 
pany farm mortgage loans was in the 
process of foreclosure on June 30, 1991, 
down from $408.7 million 2 years 
earlier. 


The number and dollar amount of agri- 
cultural and nonagricultural loans actu- 
ally foreclosed during 1980-91 are 
shown in table 22. Agricultural mort- 
gage foreclosures rose each year of the 
1980’s until 1986 when they peaked at 
$827.5 million. During 1982-85, the 
dollar amount of agricultural mortgage 
foreclosures even exceeded that for 
nonagricultural mortgages. Life insur- 
ance company agricultural loan foreclo- 
sures during 1980-90 totaled $3.58 bil- 
lion, with 57.2 percent occurring during 
1985-87. Completed agricultural fore- 
closures declined from $204.4 million 
in 1989 to $85.3 million in 1990, and to 
$31.0 million for the first half of 1991, 
compared with $42.1 million recorded 
in that same period of 1990. 


Outlook Is Generally Favorable 


The many adjustments of the 1980’s led 
to financially sounder farm loan portfo- 
lios. There will be opportunities in 
1992 for life insurance companies to 
make profitable farm mortgage loans, 
but the competition for the better-qual- 


ity loans will be keen. Insurance com- 
panies will continue to view agricultural 
lending with considerable variation. 
Most companies continue to have an 
ample supply of loanable funds and are 
aggressively competing on rate, terms, 
and loan-to-value ratio. Except in areas 
with weather problems, continued fi- 
nancial progress is expected. 


In 1992, life insurance companies will 
continue to differ in aggressiveness in 
seeking new loans. Some, stung by ear- 
lier problems, will continue to avoid the 
market. Other firms will offer funds 
only for renewals or increases of exist- 
ing good loans. Some will continue to 
make loans more for agribusiness and 
timber activities at the expense of tradi- 
tional production agriculture lending. 
Those companies active in the market 
will report that available funds exceed 
qualified agricultural applications. 


The post-1981 decline in farm debt held 
by life insurance companies (8 of the 
past 10 years saw decreases) ended in 
1991 with a 6.2-percent increase. Total 
life insurance company farm loans out- 
standing are projected to increase 
slightly in 1992. Most of the increased 
lending will consist of relatively large 
loans in selected States rather then being 
distributed evenly nationwide. 


Several emerging issues will shape fu- 
ture life insurance lending practices. 
These include, in addition to farm bor- 
rower profitability resulting from many 
factors: (1) the practices of competing 
lenders; (2) volatility of interest rates 
and capital availability; (3) the ongoing 
efforts of the agricultural lending indus- 
try in moving toward improved, stand- 
ardized financial reporting standards; 
(4) the degree of success of the Farmer 
Mac secondary mortgage loan process; 
and (5) the risks associated with envi- 
ronmental concerns and weather. 
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Life insurance farm loan delinquency and foreclosure rates continue to improve 
as the loan portfolio strengthens. 


Table 20--Life insurance company mortgage loan delinquencies, 1985-91 1/ 


ane Rates by number of loans Rates by amount 
Of oo ore See Re ec Cee bua ac caret acne sete ecec ct checeseccaes 
month Nonagricultural Agricultural Nonagricultural Agricultural 
mortgages mortgages mortgages mortgages 

So Pencen tears 

1985 June ils 6.26 1.02 14.89 
Dec. 1.43 6.34 1.16 15.06 
1986 June 1.33 9.08 1.91 19.85 
Dec. 1.64 8.30 2.65 17.01 
1987 June 1.46 9.12 2.96 18.01 
Dec. 1.60 6.83 2.61 14.31 
1988 June 1.53 6.75 Call 15 eeu 
Dec. 1.74 4.44 2.44 8.87 
1989 June 1255 4.68 enn 8.65 
; Dec. 1.68 2.68 2.50 4.74 
1990 June 1.87 3.41 2.94 5.26 
Dec. 2.10 2.40 3.60 4.22 
1991 June 2.30 3,05 5525 6.35 


1/ Delinquent loans (including loans in the process of foreclosure). A 
delinquent loan is a nonfarm mortgage with interest payments in arrears at 
least 2 months (60 days if other than a monthly pay) or a farm loan with 
interest in arrears more than 90 days. 


_ Source: American Council of Life Insurance, Investment Bulletin, various 
issues. 


Table 21--Life insurance c ny mortgage loans in the process of 
foreclosure, 1984-01 1 P 


ale Rates by number of loans Rates by amount 
oO ww ee ew eee ee ee wwe ee ee eM ee eB eB OO ee Ee BB ee ee Be eee eee 
month Nonagricultural Agricultural Nonagricultural Agricultural 
mortgages mortgages mortgages mortgages 

=—= sPencentuc== 

1985 June -17 2.16 -28 6.00 
Dec. -21 2.86 oo 7.11 
1986 June B25) 3.42 -69 8.23 
Dec. -29 3.84 -84 7.83 
1987 June 230 3.91 tet 7.98 
Dec. -41 S02 1.07 6.43 
1988 June -46 3.36 1.16 6.33 
Dec. -45 2.60 fine2 4.83 
1989 June -43 2255 1.38 4.67 
Dec. -43 1.30 1.29 2.28 
1990 June -46 lest 1.56 2.23 
Dec. -51 13 Aral 1.91 
1991 June -58 1.26 2.39 2.45 


1/. Reporting companies account for approximately 80 percent of the 
mortgages held by U.S. life insurance companies depending on the date of_ 
the survey. Loans in foreclosure include those on which foreclosure action 
has been authorized, ipciuding oy involved in a subsequent filing of 
bankruptcy. Beginning in 1988, the loans in foreclosure category includes 
loans in redemption period. 


_ Source: American Council of Life Insurance, Investment Bulletin, various 
issues. 


Table 22--Life insurance company mortgage loans foreclosed, 1980-91 1/ 


Year Nonagricultural mortgages Agricultural mortgages 
Number Thou. dollars Number Thou. dollars 
1980 549 63,237 26 18,160 
1981 55 1491 a ; 
1982 760 131,392 167 170,310 
1983 1993 306 347,002 
1984 1,024 242,428 75 289,251 
1985 1,033 328,558 1,000 530,235 
1986 1,541 1,143,082 1,654 827,472 
1987 2,048 1,580,027 1,515 691,914 
1988 1,196 2,530,105 727 . 
1989 1,098 2,178,949 356 204,361 
1990 1,018 3,042,171 122 
1991 2/ 644 2,367,480 52 31,020 


1/ Loans foreclosed include those for which title to the peppers, or 
entitling certificate was acquired during the period shown, either through 
foreclosure or voluntary conveyance in lieu of foreclosure. Dollar amounts 
include principal outstanding at the time of the foreclosure, amounts 
capitalized for interest, foreclosure costs and any_advances made to 
protect the collateral. b/ January 1 through June 30. 


Source: American Council of Life Insurance, Investment Bulletin, various 
issues. 
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Farmer Mac 


Farmer Mac | Begins Operation 


New legislation gives a boost to the fledgling secondary market for farm real 
estate and rural housing loans, but hurdles remain. 








The Federal Agricultural Mortgage 
Corporation (Farmer Mac) was author- 
ized to operate a secondary market for 
farm real estate and rural housing loans 
4 years ago by the Agricultural Credit 
Act of 1987. In December 1991, 
Farmer Mac finally guaranteed its first 
loan pool, signaling the start of this fi- 
nancial innovation for agriculture. 


The pool totaled $112 million and was 
organized by the John Hancock Mutual 
Life Insurance Company. John Han- 
cock pooled a portion of its current farm 
loan portfolio and issued Farmer Mac 
guaranteed securities, which it elected 
to hold in portfolio. Most of the loans 
pooled were under $1 million and had 
been performing for at least 5 years. 


Two other life insurance companies, 
Equitable Agri-Business and Prudential 
Agricultural Credit, became certified 
poolers late in 1991. These three com- 
panies join the Manufacturers Hanover 
Securities Corporation and the Gold- 
man Sachs Mortgage Company as cer- 
tified poolers for Farmer Mac. 


Farmer Mac Development 
Stymied 


The long awaited start of the Farmer 
Mac I market has been stymied by struc- 
tural and economic factors. One cause 
is a weak demand for farm real estate 
financing. Unlike a decade ago when 
farmers eagerly took on new debt, farm- 
ers are now cautious about assuming 
liabilities, and continue to shed debt ac- 
cumulated from past years. It is esti- 
mated that annual farm real estate lend- 
ing volume by the FCS, commercial 
banks, and life insurance companies is 
half that of a decade ago. 


Also, with improving farm incomes in 
recent years, less credit is needed to 
finance purchases. Surveys indicate 
that debt is incurred on only two-thirds 
of farmland transfers, down from 90 
percent 10 years ago. 


& 


With weak loan demand and today’s 
tighter lending standards, many agricul- 
tural banks now hold fewer loans than 
they consider desirable. Loan-to-de- 
posit ratios for agricultural banks, a 
common measure of liquidity, averaged 
56.3 percent in mid-1991, well below 
the preferable 65- to 70-percent range. 
Without a need to increase liquidity, the 
incentive for agricultural banks to sell 
loans into a secondary market is muted. 
Bankers’ incentive to sell loans was also 
reduced when regulators required banks 
to hold capital against the full value of 
farm loans sold through Farmer Mac I. 


Another problem confronting Farmer 
Mac has been a weak demand for the 
long-term fixed-rate loan product it in- 
itially promised. A steeply upward 
sloping interest rate curve in recent 
years has meant that short-term vari- 
able-rate loans offer farmers lower cost 
financing than long-term fixed-rate 
loans. 


The structure of the Farmer Mac market 
is more difficult to implement than in- 
itially believed. Poolers are required to 
initiate the market by pooling loans, ap- 
plying for a Farmer Mac guarantee, and 
then issuing securities. Uncertain over 
the potential size of the market and un- 
familiar with the process and costs of 
packaging agricultural loans into secu- 
rities, poolers have been slow or reluc- 
tant to begin operation. Setting up the 
originator network needed to collect and 
pool qualified loans has been time con- 
suming. 


Early analysis indicated that Farmer 
Mac poolers would have difficulty of- 
fering price-competitive products to 
lenders and farmers alike under its origi- 
nal structure. Also, setting up Farmer 
Mac took 2 years, which dampened 
some of the early enthusiasm. 


Expanded Operating Structure 


To hasten Farmer Mac’s development, 
Congress in November expanded the 


market’s operating structure. The 
Food, Agriculture, Conservation, and 
Trade Act Amendments of 1991 gave 
Farmer Mac the explicit authority to 
purchase senior securities or obligations 
backed by qualified loan pools and to 
finance these purchases by selling its 
own securities. This allows Farmer 
Mac to operate more like Fannie Mae 
and Freddie Mac—the successful sec- 
ondary markets for housing mortgages. 


Farmer Mac had proposed this ap- 
proach, referred to as the linked portfo- 
lio strategy (LPS), for Farmer Mac I 
earlier in the year, but did not implement 
it because the Farm Credit Administra- 
tion (FCA), its regulator, said Farmer 
Mac’s charter did not permit such ac- 
tivities. 


The 1991 Act provides new market 
structures for Farmer Mac, strengthens - 
FCA’s oversight power, and imposes 
new capital standards on the fledgling 
corporation. Congress established the 
Office of Secondary Market Oversight 
within FCA to provide for the examina- 
tion and general supervision of the safe 
and sound performance of Farmer Mac. 


New Capital Standards 


To ensure financial safety and sound- 
ness, the legislation defines three levels 
of capital for Farmer Mac: critical, 
minimum, and regulatory. Regulatory 
capital will be determined by a risk- 
based capital stress test to be developed 
by the Oversight Office within 2 years. 
The other two levels impose core capital 
ratios on balance sheet assets, the out- 
standing principal balance on Farmer 
Mac guaranteed securities, and assets 
acquired under the LPS. 


The legislation specifies four capital en- 
forcement levels that the Oversight Of- 
fice must implement by mid-1994. To 
avoid regulatory enforcement action, 
Farmer Mac must maintain regulatory 
capital above risk-based capital (level 
I). If regulatory capital is not main- 
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tained, Farmer Mac is placed into level 
IL and if the minimum core capital stand- 
ard is not met it is placed into enforce- 
ment level III. The corporation is con- 
sidered to be in level I for the first 30 
months as long as minimum capital is 
maintained. There is an 18- month 
phase-in period for meeting the mini- 
mum capital standard. 


If capital falls below the critical stand- 
ard, Farmer Mac would be placed into 
enforcement level TV. As capital falls 
from levels I to IV, the Oversight Of- 
fice’s discretionary regulatory power 
over the corporation increases to ensure 
that capital returns to compliance with 
level I. 


Outlook More Favorable 


With its new authority to buy and sell 
securities and with the certification of 
five poolers, the prospect for greater 
Farmer Mac I volume is more promis- 
ing. The LPS should provide more 
flexible and viable products to the mar- 
ketplace. 


The new structure should allow for cost 
savings because Farmer Mac can often 
sell securities at more favorable rates 
than private poolers due to its agency 
status. These savings have been dem- 
onstrated in the Farmer Mac II market, 
where discount notes sold to investors 
carry interest rates with narrow spreads 
over comparable term U.S. Treasury 
notes. The LPS might permit smaller 
loan pools to be assembled, which could 
reduce costs associated with warehous- 
ing loans. 


Under the LPS option, Farmer Mac 
Closely matches terms and rates on its 
debt obligations offered through a sub- 
sidiary with the mortgage-backed secu- 
rities being purchased from the pooler. 
Interest rates and terms on loans in the 
pools also must be tied to Farmer Mac’s 
debt obligations via a cost of funds in- 
dex. By matching securities closely, 
Farmer Mac hopes to minimize interest 
rate risk. This approach also allows 
Farmer Mac to manage prepayment 
risks for loan pools carrying interest rate 
reset periods of 1 year or less. For inter- 
mediate- and long-term fixed rate loans, 
Farmer Mac would likely require pre- 
payment guarantees from the pooler or 
borrower. However, if market condi- 
tions permit, it could issue callable 
bonds to minimize prepayment risks. 


Poolers are developing programs to col- 
lect qualified loans from originators. 
Some life insurance companies have 
been purchasing whole loans and not 
just the unsubordinated 90-percent por- 
tion. For banks, this approach removes 
the loan totally from its balance sheet, 
relieving it from holding capital but still 
allowing it to earn servicing income. 


Farm lenders are likely to be early buy- 
ers of Farmer Mac guaranteed securities 
because they are most familiar with 
farm mortgage assets. Also, these sales 
can be made on a private placement 
basis, which lowers transaction costs. 
As evident in the first pool, existing 
loans will likely dominate early loan 
pools. Farmer Mac relaxes its under- 
writing standards somewhat for loans 
that have been performing for 5 years 
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and have a loan-to-value ratio of 60 
percent or less. 


Boosting the market’s prospects this 
year would be a rise in loan demand or 
a rise in interest rates that encourages 
farmers to refinance variable rate loans 
by locking current low rates with 
longer-term fixed rates offered through 
Farmer Mac poolers. 


The market still faces obstacles. While 
some poolers may be willing to pur- 
chase whole loans, commercial banks 
must hold capital against the full value 
of the farm loan sold if they must absorb 
the first 10 percent of loss on any de- 
faulted loan. The 10-percent require- 
ment greatly lowers the profit potential 
of a loan sale. 


Although low interest rates and steady 
farm incomes may increase farm loan 
demand somewhat in 1992, the liquidity 
of agricultural banks should remain 
high, so the incentive to sell loans will 
likely remain weak. Also, many lenders 
and farmers remain unfamiliar with the 
Farmer Mac market and poolers are still 
learning how to best securitize farm 
loan assets. Interest in pooling rural 
housing mortgages remains dormant. 


While Farmer Mac has passed its first 
hurdle, its influence on agricultural 
credit markets is expected to develop 
only slowly. Ultimately, the Farmer 
Mac market must demonstrate it can 
offer loan products that are innovative 
and competitive with those offered 
through other sources, especially the 
Farm Credit System. 


Farmer Mac—Continued 


Farmer Mac Il Volume Grows Slowly 


New financing plan boosts market. 








Farmer Mac II issued its first securities 
backed by FmHA guaranteed loans in 
April 1991 in the amount of $1 million. 
Through 1991, $10.8 million in loans 
were sold through the secondary loan 
market. FmHA guaranteed $1.4 billion 
in new farm loans during fiscal 1991 
and had $4.5 billion in loan guarantees 
outstanding at year’s end. 


Under the Farmer Mac II program, lend- 
ers sell the FmHA guaranteed portion of 
operating loans (OL) or farm ownership 
(FO) loans with maturities of at least 1 
year in the secondary market. (Farmer 
Mac serves as the pooler for this mar- 
ket.) Lenders can swap these loans for 
a marketable security or sell them for 
cash. The market offers lenders an op- 
portunity to minimize interest rate risk, 
and increase liquidity, lending capacity, 
and returns. 


If sold for cash, lenders receive the par 
value of the loan and a “management 
premium” for the difference between 
the net yield (the rate investors receive 
from purchasing the loan or pool of 
loans) and the contractual loan interest 
rate the borrower pays. The premium is 
paid over the term of the loan. Lenders 
also retain the right to earn loan servic- 
ing fee income. The net yield for a loan 
is determined by Farmer Mac and in- 
cludes certain transaction and servicing 
fees. Interest rate indexes, such as the 
Wall Street Journal Prime Rate and U.S. 
Treasury constant maturity indexes for 
fixed rate full amortization loans, are 
used to calculate the loan’s net yield and 
hence the lender’s management 
premium. 


New Financing Option 
Announced 


In May 1991, a cost of funds index 
(COFI) for the Farmer Mac II program 
was introduced. Under this LPS financ- 
ing option, Farmer Mac regularly sells 
discount notes to create a COFI, which 
lenders use as the base interest rate for 
floating rate loans. Because of Farmer 
Mac’s agency status and the Federal 
guarantee backing Farmer Mac II secu- 
rities, the COF is lower than other com- 
monly used base interest rates, such as 
the Prime Rate. By pegging to the COFI 
rate, the net yield to investors is reduced, 
which increases the annual management 
premium lenders receive or lowers the 
rate the borrower pays if the lender 
elects to pass on some or all of the 
savings. 


Despite the advantages of this option, it 
has seen only limited use so far. Loans 
tied to the Prime Rate or a fixed rate 
have seen more activity in the market. 
Through the end of the year, swaps were 
popular among participating lenders. A 
swap offers commercial banks the op- 
portunity to convert a loan into a liquid 
security asset that can be more readily 
sold. Transactions generally have been 
completed on a private placement basis. 


Loans sold or swapped have generally 
ranged from $100,000 to $200,000 in 
size. Volume has roughly been split 
between OL and FO programs. Guaran- 
tees are capped at $400,000 for OL and 
$300,000 for FO qualifying loans. So 
far, banks and life insurance companies 
have been purchasing the loans or loan- 
backed securities because they are most 


familiar with the economics of a farm 
loan. 


Slow But Increasing Growth 
Expected 


Even with the more profitable COFI 
option, the volume of guaranteed loans 
sold into the market should grow only 
slowly in 1992. This is because many 
of the same economic conditions im- 
peding development of Farmer Mac I, 
such as high lender liquidity, also affect 
the Farmer Mac II market. Educating 
existing and prospective FmHA guaran- 
teed lenders about the advantages of 
participating in the Farmer Mac II mar- 
ket remains a challenge. In addition, 
acceptance of the COFI and conversion 
of existing loan contracts to the index 
takes time. 


Another factor affecting market volume 
is the pace of guaranteed lending. 
Adoption of the guaranteed loan pro- 
gram by lenders has been on the rise, but 
use has been spotty. Lenders cite cum- 
bersome paperwork and slow approval 
times on guaranteed loans as impeding 
wide use of the programs. Farmer Mac 
has recognized this problem and intro- 
duced computer software that com- 
pletes the documentation requirements 
for Farmer Mac II and helps complete 
the application for an FmHA loan 
guarantee. 


Volume will also be limited by the fact 
that the largest guaranteed farm loans 
are for annual operating expenses, 
which frequently mature in a year or 
less. Also, many of the these loans are 
lines of credit, which are not eligible for 
the market. 
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Long-Term Lender Outlook 
Future Brighter for Agricultural Lenders 
The agricultural recovery and falling interest rates have enabled agricultural 


lenders to post strong gains, while banking legislation continues to focus on 
protecting existing markets and institutions rather than foster efficiency and 


competition. 








Farm lenders have recovered substan- 
tially from the financial turmoil of the 
early to mid-1980’s. Although farm 
debt has dropped by $55 billion since its 
1984 peak, farm lenders are posting 
near-record earnings due to a favorable 
interest rate environment and improving 
loan portfolio quality. The sounder fi- 
nancial condition of the agricultural sec- 
tor ensures a less tumultuous period for 
lenders despite increased uncertainty 
about agricultural prices and govern- 
ment support. In addition, Congress has 
reregulated the financial sector without 
promoting competition. As a result, the 
banking industry has avoided the insta- 
bility that often accompanies increased 
competition. 


Agricultural Sector Still Faces 
Rising Risks 


Increased price uncertainty on agricul- 
tural commodities arises from a number 
of factors. The fall of the communist 
regimes in the former USSR and East- 
ern Europe raises questions about the 
ability of those countries to pay for food 
imports and their potential as agricul- 
tural exporters. The end of the Uruguay 
round of GATT negotiations is ap- 
proaching with uncertain prospects for 
liberalizing trade in agricultural com- 
modities. Failure to do so could damp- 
en markets for U.S. agricultural trade 
and heighten the volatility of farm in- 


come. 


The Food, Agriculture, Conservation, 
and Trade Act of 1990 froze commodity 


program prices and reduced acreage eli- 
gible for program payments, but pro- 


vided farmers with greater planting 
flexibility opportunities. Over time this 
will tend to increase the variability of 


| farm income. 


_ The agricultural recovery came at great 
expense to the Federal Treasury, with 


a; 


farm commodity programs alone cost- 
ing over $133 billion for the decade. 
Given Federal budgetary constraints, 
broad, unfocused aid is less likely to be 
available when the next shock threatens 
farm incomes and asset values. The 
FmHA, which financed thousands of 
distressed farmers in the 1980’s, has 
fewer resources in the 1990’s. Al- 
though FmHA’s authority to guarantee 
loans has increased, direct lending 
authority has been substantially cut. 
These two types of assistance are imper- 
fect substitutes. 


For farm lenders, these changes increase 
the likelihood that any individual bor- 
rower may experience extremely low 
income in a given year. Consequently, 
prudent lenders will tighten underwrit- 
ing standards and will be less likely to 
extend new credit if a borrower’s finan- 
cial position erodes. 


Bank Reform Leads to Reregula- 
tion and Market Protection 


Agricultural lenders are facing a rapidly 
changing business environment as well. 
Major structural changes in financial in- 
stitutions are possible. Two FCS dis- 
tricts have agreed to merge and others 
may follow. Congress has not dealt 
with the sticky issue of bank reform (see 
special article), but passage of the Fed- 
eral Deposit Insurance Corporation Im- 
provement Act (FDICIA) has important 
implications for the future of agricul- 
tural lending. The private insurance in- 
dustry, which holds nearly 12 percent of 
farm real estate debt, is experiencing 
financial difficulties and has been con- 
solidating. 


In passing the FDICIA, Congress was 
motivated by the weakened condition of 
commercial banks, the high costs of res- 
cuing failed institutions, and the dwin- 
dling of the federally backed deposit 
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insurance fund. The resulting legisla- 
tion substantially increases the cost of 
deposit insurance to banks and the bur- 
den of regulation. The net effect will be 
to weaken the competitive position of 
commercial banks relative to other lend- 
ers. However, the burden of the FDI- 
CIA falls proportionately less on the 
small banks that tend to serve agricul- 
ture. Thus, the competitive position of 
farm banks is improved relative to other 
banks, but hurt relative to their nonbank 
competition. Luckily for commercial 
banks, both insurance companies and 
the Farm Credit System are preoccupied 
with improving their capital position 
rather than enhancing price competition 
in farm loan markets. 


Bank reform proposals that threatened 
the competitive position of small rural 
and farm banks have been successfully 
blocked by coalitions of independent 
bankers, insurance companies, broker- 
age firms, and consumer groups. These 
proposals included removing restric- 
tions on interstate banking and branch- 
ing, broadening bank powers to under- 
write insurance and sell securities, 
allowing the purchase of banks by non- 
bank firms, and limiting deposit insur- 
ance. The interstate banking proposals, 
in particular, held potential to increase 
the competition for loans in rural credit 
markets. 


Two developments do hold the potential 
to increase competition in the market for 
farm real estate loans. Farmer Mac, the 
new secondary market for farm real es- 
tate loans, may increase competition by 
encouraging new entrants into rural 
lending markets, and lenders are begin- 
ning to adopt recommendations of the 
Farm Financial Standards Task Force. 
Uniformity of financial standards will 
lower underwriting costs and foster 
greater competition by making it easier 
for farm borrowers to comparison shop. 


Special Article 


Bank Reform? 
by 


Douglas G. Duncan : 


Abstract: This special article identifies key provisions of the Federal Deposit In- 
surance Corporation Improvement Act of 1991 that affect agricultural banks. The 
most important sections of the bill are those that (1) recapitalize the Bank Insur- 
ance Fund by expanding its borrowing power, (2) attempt to narrow the “too-big- 
to-fail” policy of regulators, and (3) increase regulation of bank activities in order 
to increase “safety and soundness” of insured banks. Agricultural banks are in 
an improved position relative to other banks under this legislation. However, the 
banking sector may see less regulated, nonbank financial firms supplant them 
through disintermediation (outflow of deposits). 


Keywords: Federal Deposit Insurance Corporation Improvement Act of 1991 
(FDICIA), Bank Insurance Fund (BIF), agricultural banks. 


A number of changes took place in the 
1980’s that had an impact on the bank- 
ing environment and led to a need for 
bank reform. First, the revolution in 
financial market structure involving fi- 
nancial innovation; second, interest 
rates payable on bank deposits were de- 
regulated in response to disintermedia- 
tion; and third, technological advance- 
ment greatly increased competition for 
banks. 


The increased competition decreased fi- 
nancial returns to banks. Because the 
fee structure of the Federal deposit in- 
surance system was unrelated to a 
bank’s propensity to take risks, lower 
returns on traditional activities led 
banks to seek higher returns on riskier 
activities. At the same time, deposit 
insurance protected depositors from the 
consequences of their banks’ risk-tak- 
ing, removing an important check on 
bank activity. 


Ultimately, the increase in competition, 
along with greater risk-taking, spawned 
bank failures. Regulation and supervi- 
sion were also inadequate at the time. 
Better regulatory oversight by the Fed- 
eral Deposit Insurance Corporation 
(FDIC), the Office of the Comptroller of 
the Currency (OCC), the Federal Re- 
serve Board (FRB), and State banking 
authorities might have provided some 
compensation for the lack of depositor 
monitoring. 


4 Agricultural economist, Agricultural Finance 
Section, Agriculture and Rural Economy Divi- 
sion, Economic Research Service. 


32 


In 1991, Congress reacted strongly to 
the potential of a commercial banking 
version of the taxpayer bailout of the 
savings and loan industry by enacting 
the Federal Deposit Insurance Corpora- 
tion Improvement Act of 1991 (FDI- 
CIA), PL 102-242. This legislation al- 
lowed the FDIC to borrow $75 billion 
from the Federal Financing Bank (an 
arm of the Treasury Department), with 
the proviso that the banking industry be 
responsible for repayment of the loan. 
The Act also required many new regu- 
latory actions to be instituted in an effort 
to stop bank failures and restore the 
viability of the Bank Insurance Fund 
(BIF). Legislation did not, however, in- 
Stitute bank reform. This article will 
detail important provisions of the FDI- 
CIA, with a particular effort to highlight 
those sections affecting agricultural 
banks. 


Rescuing the Bank 
Insurance Fund 


With the spectre of the savings and loan 
industry bailout in the air, the top prior- 
ity in the bank reform discussion was 
shoring up the BIF, which the FDIC 
uses to cover the losses from closing 
failed banks. The spate of bank failures 
in the 1980’s and early 1990’s that led 
to the near depletion of the BIF after 
more than 50 years of operation, was, in 
part, related to how Federal deposit in- 
surance was structured. 


Agricultural banks, currently healthier 
than either small nonagricultural or 
large banks, comprised 350 of 1,320 


commercial bank failures between 1980 
and 1991. However, farm bank failures 
have declined since 1987. Therefore, 
they are not currently a major factor in 
the BIF’s decline. But, the reestablish- 
ment of farm bank health will not ex- 
empt them from paying a portion of the 
cost of recapitalizing the BIF, nor will 
agricultural banks escape the impact of 
alterations in the deposit insurance 
system. 


To allow for the timely closure of failing 
banks, the FDICIA granted the BIF the 
authority to borrow $30 billion. Ana- 
lysts agreed that failure to recapitalize 
the BIF by the end of 1991 would cer- 
tainly have brought insolvency, making 
it impossible for the FDIC to close 
failed banks. 


In addition to the BIF, the FDIC requires 
a working capital fund. Working capi- 
tal is used to facilitate the actual closure 
of banks and is repaid through the sale 
of assets acquired from failed banks. 
The amount that recoveries fall short of 
outlays constitutes the loss covered by 
the BIF. The FDIC borrowing authority 
for working capital is $45 billion. Thus, 
total FDIC borrowing authority is $75 
billion. 


A provision was included in the FDI- 
CIA for the FDIC to borrow from in- 
sured banks. This would be done 
through the issuance of securities, 
which banks would purchase and record 
on their financial statements as assets. 
The FDIC has not indicated whether or 
not it intends to utilize this authority. 
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The Assessment Base 


Borrowings not repaid through the sale 
of failed-bank assets are to be repaid 
with assessments’ on the domestic de- 
posits of insured banks. The assessment 
base for deposit insurance has changed 
several times since its inception. The 
Banking Act of 1933 called for the base 
to include all insured deposits. The 
Banking Act of 1935 changed it to total 
domestic deposits and incorporated a 
deduction for items in the process of 
collection (float). 


Prior to and continuing through the 
1980’s, large banks attracted and held 
significant quantities of foreign deposits 
(deposits in foreign branches of U.S. 
banks, Edge Act and Agreement Corpo- 
rations, and International Banking Fa- 
cilities). It is significant that foreign 
deposits have never been included in the 
assessment base, yet, the FDIC implic- 
itly insures them. As of 1990, approxi- 
mately 12 percent of total deposits in the 
U.S. banking system were foreign and 
thus nonassessable. 


A shift in the composition of bank li- 
abilities also occurred during the 
1980’s. An increasing share of bank 


— liabilities was from nondeposit sources 


such as Federal funds purchased and 
repurchase agreements sold, items also 
not in the deposit insurance assessment 
base. These trends were more pro- 
nounced among larger banks, thus in- 
creasing the proportion that smaller 
banks paid to the FDIC insurance fund. 


A comparison of average balance sheets 
for farm banks and large banks shows 
that almost all of the liabilities of farm 
banks are assessable domestic deposits 
(they hold no foreign deposits), while 
slightly less than half of the liabilities of 
large banks are assessable for insurance 
purposes. This in itself would not be an 
issue if, when any bank failed, only 
those deposits that were insured were 
paid off. However, the FDIC policy 
regarding coverage of uninsured depos- 
its has explicitly been to cover all depos- 
its for large banks that fail but not all 
deposits for failed small banks. This 
has been labeled the “too-big-to-fail” 


: policy. 


| In addition to the inequality on the face 


of it, this dichotomy of treatment, ac- 


: - cording to size, for failed banks, has led 


small banks to make three charges. 
First, they point out that any attempt to 
restrict the amount of insured deposits 
that a single depositor is entitled to 
would likely cause an outflow of funds 
from small banks (where deposit insur- 
ance limits are enforced) to large banks 
(where all deposits are effectively in- 
sured against loss). 


Second, large banks may be able to pay 
lower rates on their “fully insured” de- 
posits, thereby achieving an interest rate 
(and therefore, cost) advantage. Be- 
cause depositors believe the Federal 
Government will reimburse them in full 
in the event of a large bank failure, they 
aren’t likely to require a risk premium 
on their deposits. 


Third, the FDIC is effectively insuring 
all liabilities of large banks while only 
assessing their domestic deposits. This 
increases the relative burden of small 
banks in paying for deposit insurance as 
they carry few liabilities outside of do- 
mestic deposits. 


The FDICIA did not alter the assess- 
ment base. Neither foreign deposits nor 
nondeposit liabilities will be assessed. 
However, in the event that foreign de- 
positors are paid off in a failure resolu- 
tion, the FDICIA does require FDIC to 
make a special retroactive assessment 
against existing foreign deposits. Be- 
cause almost all foreign deposits are 
held in banks likely to be considered 
“too-big-to-fail,” assessing only foreign 
deposits will be more equitable than an 
across-the-board assessment on all bank 
deposits. The fact remains, however, 
that the “too-big-to-fail” standard was 
not eliminated by the legislation. 


Under the terms of FDICIA, the deter- 
mination that the potential failure of a 
large insured bank represents a risk to 
the entire banking system is made 
jointly by the President, the Secretary of 
the Treasury, the Federal Reserve 
Board, and the FDIC. If this ensues, the 
FDIC must cover the resulting losses by 
a special assessment against the total 
assets, less tangible equity and subordi- 
nate debt, of all insured banks. This has 
the effect of shifting the burden of cov- 
ering losses toward big banks. 


In a related issue, FDICIA places re- 
strictions on the ability of the Federal 
Reserve to keep troubled banks open 
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through direct low cost loans. Under 
the new rules, the bank in question must 
be certified as viable (likely to survive) 
by its primary regulator in order for any 
subsequent losses to be covered by the 
BIF. If it is not certified as viable, and 
the Federal Reserve lends and suffers 
losses in the bank’s failure, the funds to 
cover the loss come from the Treasury 
Department. Interestingly, at the same 
time Congress was attempting to limit 
Federal Reserve exposure to failing 
banks at the discount window, it made 
explicit the Fed’s power to open the 
window to troubled nonbank financial 
firms such as securities brokerages. 
This would appear to be a significant, 
explicit expansion of governmental un- 
derwriting of risks in private financial 
markets. 


The final section of the new law, which 
relates to systemic risk in bank failures, 
involves interbank deposits. This re- 
flects the fear that large banks that fail 
may have significant deposits from 
smaller correspondent banks, which 
could then fail, due to the loss of those 
deposits. The FDICIA requires bank 
regulators to develop regulations to 
limit the potential of this chain-reaction 
effect. 


The Assessment Rate 


In addition to the assessment base, the 
assessment rate for deposit insurance 
has changed several times over the 
years. The Banking Act of 1933 set the 
rate at one-half of 1 percent of insured 
deposits, with authority for special as- 
sessments. The Banking Act of 1935 
dropped the assessment rate to one- 
twelfth of 1 percent of domestic deposits 
and canceled the special assessment 
rights, instead granting emergency bor- 
rowing privileges of $975 million from 
the Treasury. The borrowing privilege 
was subsequently increased to $3 billion 
in 1947 and to $5 billion in 1989. 


The Federal Deposit Insurance Act of 
1950 (FDI Act) established a rebate sys- 
tem for “excess premium assessments.” 
As of 1980, the granting of rebates has 
been made on the basis of the ratio of the 
insurance fund balance to insured de- 
posits. The ratio’s range was desig- 
nated by Congress to be from 1.25 to 
1.40 percent of insured deposits. In 
1989, Congress increased the maximum 
designated reserve ratio to 1.50 percent 
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of insured deposits. Since 1990 it has 
been left to the discretion of the FDIC. 
The 1991 FDICIA establishes a mini- 
mum of 1.25 percent for the BIF balance 
ratio to insured deposits to be reached 
within 15 years. 


Congress granted the authority to raise 
the annual assessment rate to 0.15 per- 
cent of domestic deposits in 1989. This 
was subsequently altered to allow semi- 
annual rate adjustments by the FDIC. 
The rate stood at 0.083 percent of total 
domestic deposits on December 31, 
1989. On January 1, 1990, it increased 
to 0.12 percent, on January 1, 1991, it 
increased to 0.195 percent; and on July 
1, 1991, it increased to 0.23 percent of 
total domestic deposits. This represents 
a 177-percent increase in the assessment 
rate over an 18-month period. The ceil- 
ing on the assessment rate was elimi- 
nated altogether in 1990. Over this pe- 
riod, the outlay for deposit insurance at 
the average agricultural bank rose from 
$29,000 to $81,000 a year. 


A rough approximation of the impact on 
lending by the average agricultural 
bank, assuming the fee increase comes 
directly from retained earnings (which 
would have supported lending in the 
proportion that the bank currently has in 
its portfolio), is a decrease in loans of 
$280,000 using December 1989 data. 


The most likely scenario is for banks to 
attempt to pass some of the increase in 
deposit-insurance costs on to borrowers 
through higher interest rates or loan 
fees, or to pass it on to depositors 
through reduced interest paid on depos- 
its and higher fees assessed on deposit 
accounts. One estimate of the potential 
increase in loan rates necessary to re- 
cover the increased cost shows that an 
increase of 27 basis points would be 
required. Conversely, if depositors 
were to be assessed, there would be a 
reduction of interest paid of 14.7 basis 
points. There is some evidence that in- 
dicates that banks are attempting to pass 
the increased insurance costs on to de- 
positors. This is taking the form of re- 
ductions in interest paid and increased 
account fees that are tailored to the 
bank’s assessment of its likelihood of 
suffering deposit disintermediation. 


The FDICIA did not specifically set a 
current assessment rate, leaving that to 
the FDIC. The current chairman of the 


FDIC has indicated that further in- 
creases in the premium may be possible 
as early as July 1992. Future rate in- 
creases depend upon the amount of 
funds required for the FDIC to achieve 
the mandated 1.25-percent ratio of in- 
surance fund balance to insured deposits 
within 15 years. 


Two provisions of FDICIA are targeted 
toward particular social objectives and 
will slow any increase in the insurance 
fund. One reduces the assessment rate 
for deposits attributable to lifeline ac- 
counts (accounts held by low income 
people, mainly for the purpose of cash- 
ing paychecks). The other provides as- 
sessment credits for certain qualifying 
bank activities relating to economically 
distressed communities (e.g., mortgage 
lending in poor neighborhoods). How- 
ever, the potential reduction in premi- 
ums for farm banks appears to be slight. 


The major criticism of the operation of 
Federal deposit insurance has been that 
its flat rate structure (1.e., the amount of 
the premium is not related to bank risk- 
taking) has induced banks to take ac- 
tions that increase the likelihood of bank 
failure (called “moral hazard”). In an 
effort to address this problem, the FDI- 
CIA directed the FDIC to develop an 
insurance system based on bank portfo- 
lio risk. Farm banks may actually bene- 
fit under the new system because they 
are highly capitalized (relative to other 
banks), which should result in lower 
premiums. This will be especially true 
if equity capital is considered as pre- 
ferred over other capital items. On the 
other hand, if portfolio concentration is 
penalized as riskier, the farm banks may 
not see their position improved. The 
system of risk-based premiums is to be 
implemented January 1, 1994. 


Insurable Deposits 


Deposit insurance coverage was limited 
to $2,500 per account for the first 6 
months of its existence, beginning Janu- 
ary 1, 1934. It rose to $5,000 on July 1, 
1934, and was increased sequentially to 
its current limit of $100,000 per ac- 
count. Merely looking at the maximum 
coverage per account can be misleading. 
Not all deposits are insured or insurable, 
but the definition of an insurable deposit 
is quite expansive. 


FDIC regulatory language clarifying 
details of insurability under the FDI Act 
was not adopted until 1967. Prior to that 
time, determinations of insurability 
were based on informal FDIC staff in- 
terpretations. An extensive internal re- 
vision of the 1967 FDIC regulations was 
put into place May 15, 1990. 


The current definition allows multiple 
accounts to be covered within one bank, 
and insured accounts in multiple banks. 
Thus enterprising depositors should be 
able to insure all their deposits. For 
example, the potential coverage for a 
family of four in a single bank exceeds 
$1.4 million. Efforts to limit the amount 
insurable by a single individual failed 
on the argument that the continuation of 
the “too-big-to-fail” policy, in combina- 
tion with limits on insurance, would 
drive small banks out of business. 


Two types of insured deposits that de- 
serve specific mention are pass-through 
insurance and brokered deposits. Pass- 
through insurance refers to the insur- 
ance of deposits that are placed in the 
depository institution by an entity that is 
not the owner or beneficiary of the de- 
posit. For example, a professionally 
managed retirement fund. 


A subset of funds receiving pass- 
through insurance is bank insurance 
contracts (BIC’s). In these contracts, 
the banks agree to pay a depositor a 
guaranteed rate of interest for deposit- 
ing the funds at a particular time and for 
a specific duration of time. BIC’s may 
allow the beneficiary to withdraw the 
funds under some conditions. This 
could subject the bank to interest-rate 
risk, i.e., a depositor may withdraw 
funds when rates exceed the contractual 
guarantee, but may leave the funds in 
place if the contractual rate exceeds 
market rates. The new law restricts the 
insured amount on a BIC to a total of 
$100,000 whether or not the BIC is 
owned by one or multiple beneficiaries. 


Another type of insured deposit that has 
attracted some attention is the brokered 
deposit. In this case, a third party pools 
deposits, divides them into units of 
$100,000 or less, and deposits them in 
banks where they are fully insured. 
Concem regarding the insuring of these 
deposits arose when it was observed that 
some failed institutions had large quan- 
tities of these funds among their deposit 
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liabilities. Further, these deposits ap- 
peared to be highly interest sensitive, so 
that riskier banks could attract them by 
paying higher interest rates. The new 
law restricts the purchase of brokered 
deposits to very highly capitalized 
banks and limits the maximum interest 
rates banks can pay to acquire these 
deposits. 


Other “Safety and Soundness” 
Provisions 


The FDICIA requires that each insured 
bank be examined once a year by its 
regulator. There are two adjustments to 
this requirement. A State regulator ex- 
amination may be substituted every 
other year if the Federal regulator ap- 
proves. And, for banks having under 
$100 million in assets, the frequency of 
examinations can drop to every 18 
months if that bank’s examination 
places it in the highest quality classifi- 
cation. Additionally, the law requires 
banks with over $150 million in assets 
to have an annual audit by an inde- 
pendent accounting firm. This restric- 
tion will exempt many farm banks from 
the law’s independent audit provision 
and allow them to take advantage of 
their high capital situation to reduce the 
frequency of their examinations. 


Results of the examinations and audits 
will contribute to the placement of each 
insured bank within one of the five ex- 
panded capital classifications spelled 
out in FDICIA. These classifications 
will be used by regulators, along with 
their new early intervention powers, to 
act in amore forceful and timely manner 
with problem banks. The intent of the 
early intervention powers is to close 
banks before all capital is either ex- 
hausted or significantly negative. 


A provision to limit the compensation 
of bank executive officers, employees, 
outside directors, and principal share- 
holders was also included in FDICIA. 
The justification for the provision was 
that “excess” compensation may have 
led to losses that eventually resulted in 
bank failure and subsequent outlays by 


the BIF. Small banks, including farm 


banks, have objected strenuously to this 
provision as undue government regula- 
tion of private contracts. They also ar- 
gue that this restricts their ability to at- 
- tract quality outside directors just when 
regulators are pressuring them to in- 


crease director responsibility. This pro- 
vision is sure to affect many farm banks. 


Miscellaneous Provisions 
Affecting Farm Banks 


The FDICIA contains four provisions 
designed to increase available informa- 
tion on bank operations. The first is a 
requirement for more reporting of data 
on bank loans to small businesses and 
farms. These data are to include the 
number and volume of such loans, as 
well as chargeoffs, and interest and fee 
income. This is a reaction to the “credit 
crunch,” much discussed during debates 
leading up to the legislation. It will 
allow regulators to monitor the nature of 
credit flows to specific borrowing 
groups. Depending upon how the im- 
plementing regulations are written, this 
provision will represent either a moder- 
ate or large increase in the reporting 
burden for farm banks. 


Additionally, FDICIA requires regula- 
tors to develop stricter reporting proce- 
dures for banks’ “off-balance-sheet” ac- 
tivities, such as loan commitments and 
contingent liabilities. Further, regula- 
tors are to consider increasing the re- 
quired reporting of the market values of 
bank assets and liabilities (called 
“marking-to-market’). The latter pro- 
vision has very significant implications 
for farm banks. If the application of 
“marking-to-market” is very strict, there 
will be great difficulty in determining 
many asset values. For example, no 
market exists for the sale of a small farm 
loan by the only commercial bank in a 
small rural community. Similarly, there 
is not likely to be a market for municipal 
securities of many smaller communi- 
ties, and banks are major purchasers of 
these instruments. 


Finally, an FDICIA provision requires 
banks to disclose a wider variety of in- 
formation regarding terms and condi- 
tions of deposit accounts. This “Truth 
in Saving” provision will make more 
information available to depositors re- 
garding the terms of their bank deposits, 
but it will also increase the banks’ pa- 
perwork burden. 


Bank Reform Left Undone 
Congress abandoned the bank reform 


components in the final legislation. The 
provisions dropped included interstate 
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banking and branching, broadening of 
bank investment powers, and purchase 
of banks by nonbank firms. The Treas- 
ury’s legislative proposal called for the 
removal of all geographic restrictions 
on banks. This would have eliminated 
the current patchwork of State legisla- 
tion and broadened opportunities for 
loan portfolio diversification. Small ru- 
ral and farm banks were adamantly op- 
posed to this provision, fearing in- 
creased out-of-State competition, 
particularly in light of the “too-big-to- 
fail” policy. 


The broadening of bank investment 
powers to include the underwriting of 
insurance and securities, as well as di- 
rect investment in equities, was also re- 
jected. This was opposed by insurance 
companies and securities dealers who 
didn’t want the competition. It was also 
opposed by those who saw it as a shift 
away from the current form of corporate 
control, which is based on the stock 
market, and toward the Japanese and 
German model of close coordination of 
financial and corporate interests. This 
was also Congress’ concern and was the 
basis for its decision to not allow nonfi- 
nancial corporations to purchase banks. 


A provision to limit banks’ environ- 
mental liability was also dropped in 
conference committee. Several banks 
have been held liable for environmental 
damage on properties they have re- 
ceived as collateral in foreclosure on 
defaulted loans. This has chilled lend- 
ing to some industries and firms that use 
hazardous chemicals, including some in 
agriculture. 


Net Outcome for Farm Banks 


The FDICIA represents a break-even 
proposition for agricultural banks. It 
could result in improvement of their fi- 
nancial position, depending on the final 
structure of the risk-based deposit insur- 
ance premiums. If the premiums are 
favorable to banks with high equity 
capital levels, with less concern about a 
bank’s loans being concentrated in a 
particular sector, then farm banks will 
benefit. If regulators are more con- 
cerned with the effects of concentrated 
lending in a particular sector, farm 
banks may suffer. This issue will not be 
finalized until January 1, 1994. 
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The FDICIA altered the “too-big-to- 
fail” policy of bank regulators, thereby 
reducing the inequitable cost burden of 
small and agricultural banks. Big banks 
now have to carry more of the load for 
big bank bailouts and foreign deposit 
payoffs. This is to be accomplished 
through special assessments on big bank 
holdings of nondeposit and foreign de- 
posit liabilities. Nonetheless, all banks 
will face continued high insurance pre- 
miums as they repay the BIF recapitali- 
zation loans. These are funds not avail- 
able for lending. FDICIA’s early 
intervention and toughened capitaliza- 
tion provisions should help reduce bank 
failures in the long run, eventually lead- 
ing to lower premiums for the BIF. 
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The ability of nonbank financial firms 
to successfully prevent banks from re- 
ceiving authority to enter other financial 
product markets has put banks in gen- 
eral at a disadvantage. The amount of 
government regulation of finance com- 
panies, mutual and money market 
funds, and other financial market par- 
ticipants is generally less than it is for 
banks. Over time this will allow non- 
bank financial firms to capture custom- 
ers from the highly regulated—and thus 
higher cost—banking sector. This is 
already evident in the emergence and 
growth of the commercial paper market 
for corporate debt where commercial 
banks, once the dominant providers of 
corporate credit, hold only a minority 


share of the market. Further, recent 
drops in deposit interest rates appear to 
have brought a significant shift of funds 
into mutual funds. 


The major increase in regulation im- 
posed by FDICIA represents the great- 
est impediment for farm, and other pre- 
dominantly small, banks. The ability of 
farm banks to control their operating 
costs has been one key to their sustained 
profitability and competitiveness. In- 
creased reporting, auditing, and exami- 
nation, and consumer information re- 
quirements will increase operating costs 
for these banks. 
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Special Article 


Changes in Farm Credit System Structure 


by 
Robert N. Collender ! 


Abstract: This article reviews the structural changes within the Farm Credit Sys- 
tem (FCS) that were precipitated by farm-sector financial distress and macroeco- 
nomic policy changes over the past decade. Among these changes was a re- 
structuring of FCS banks and associations, the establishment of institutions to as- 
sist or liquidate distressed System components, and the reorganization of the 
Farm Credit Administration as an arm’s length regulator. The challenge to the 
FCS and Congress was to insulate financial performance from forces beyond the 
System’s control. To a large extent, this challenge has been met by transforming 
the FCS institutional structure and adopting more sophisticated management 


practices. 


Keywords: Farm Credit System, reorganization, assistance. 


A combination of forces converged dur- 
ing the 1980’s to precipitate the most 
far-reaching reorganization of Farm 


Credit System (FCS) institutions since 


their founding. These forces were un- 
leashed by a deep agricultural recession, 
macroeconomic policy shifts, and un- 
sound FCS operating practices. These 
factors combined to create a farm debt 
crisis during which the FCS sustained 
some of the largest losses among insti- 
tutions lending to agriculture, while 
FCS loans to farmers shrank from a peak 
of $64 billion on December 31, 1982, to 
$39 billion by the end of 1989. 


This article reviews the structural 
changes precipitated by the financial 
distress of the past decade. Among the 
changes was a restructuring of FCS 
banks and associations, the estab- 
lishment of institutions to assist or liq- 
uidate distressed System components, 
and the reorganization of the Farm 
Credit Administration as an arm’s 


length regulator. The extent of these 


changes is illustrated in figure B-1, 
which shows FCS organization charts 
for 1980 and 1991. This restructuring 
was designed to facilitate the movement 
of capital among System institutions 
and to eliminate some inefficiencies that 


had evolved with the FCS. 


1 Financial economist, Agricultural Finance Sec- 


tion, Agriculture and Rural Economy Division, 


Economic Research Service. 


Operating Changes Needed To 
Limit Risk 


The agricultural recession was charac- 
terized by declining farm income, fall 
ing asset values, and widespread finan- 
cial distress among farm borrowers. 
Macroeconomic policy shifts included a 
change in philosophy at the Federal Re- 
serve Board toward an emphasis on con- 
trolling inflation and a shift in Federal 
fiscal policy toward “supply side” eco- 
nomics, as embodied in the 1981 tax 
cuts. These factors were both over- 
whelming and beyond FCS control. 


Of greater interest is the extent to which 
the FCS, through sound business prac- 
tices, can control the potential impact of 
changes in its operating environment on 
its own viability and fiscal health. From 
this perspective, FCS performance fell 
short of its potential during the 1980’s. 
In hindsight, this underperformance 
was linked both to discretionary policies 
adopted by System institutions and to 
inefficiencies inherent in the institu- 
tional design of the System. Several 
examples of flaws in both FCS operat- 
ing policy and institutional design can 
be cited. 


System History Led to 
Inherent Inefficiency 


Examples of flawed operating policies 
include reliance on collateral value 
rather than repayment ability in under- 
writing decisions, average-cost pricing 
of loans regardless of date originated or 
risk, and lack of asset/liability manage- 
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ment to minimize interest rate risk ex- 
posure. When the agricultural sector 
suffered severe financial stress, these 
policies led to high default rates, loss of 
market share, borrower flight, low oper- 
ating income, and capital losses. 


Heavy reliance on collateral in loan un- 
derwriting made FCS institutions par- 
ticularly vulnerable when agricultural 
asset values started to erode. Average- 
cost pricing, coupled with a lack of in- 
terest rate risk management, made the 
FCS vulnerable to the sharp shifts in 
both the level of interest rates and their 
term structure. 


The FCS had been following a funding 
strategy that, in a period of rising inter- 
est rates, allowed it to underprice its 
competition. Borrowers were charged 
the average interest cost, plus a markup 
for operating expenses. 


Interest rates had been rising since the 
mid-1960’s, and the portfolio of FCS 
securities included long-term, older se- 
curities with low interest rates. This 
meant the average price the System paid 
on its debt securities, less than the mar- 
ginal cost of funds, the major factor 
determining interest rates among the 
System’s commercial competitors. 


This strategy worked as long as interest 
rates were rising. When interest rate 
volatility increased in the late 1970’s, it 
became very dangerous. By the mid- 
1980’s, interest rates had started falling, 
but the FCS had issued a large amount 
of high cost, long-term bonds at the start 
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Figure B-1a--Farm Credit System Organization, January 1, 1980 
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_ Figure B-1b--Farm Credit System Organization, January 1, 1992 
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of the decade. In a falling interest rate 
environment, average-cost pricing of 
loans overprices the market. Many bor- 
rowers who could qualify for loans else- 
where left the System. The General Ac- 
counting Office estimates that the FCS 
paid $3.4 billion in excess interest ex- 
_penses in 1985 and 1986. Thus, poor 
asset/liability management may have 
cost the System almost as much as direct 
chargeoffs (4). 


Flaws in the System’s institutional de- 
sign included its organization into units 
on the basis of both geography and func- 
tion. Piecemeal creation of System in- 


FCS and Related Institutions 


stitutions from 1917 through the 1930’s 
led to the creation of three sets of banks 
and two sets of associations to service 
the agricultural sector. Some districts 
had recognized the inherent inefficiency 
of this arrangement and put both district 
banks and local associations under joint 
managements, but other districts contin- 
ued to operate each bank and association 
independently. 


These inefficiencies have two basic 
sources. First, many associations were 
unable to attain the size necessary to 
achieve economies of scale. Evidence 
from the literature on commercial banks 


Assistance Board:The Farm Credit System Assistance Board. 


Associations: 


ACA: 


Banks: 


Agricultural Credit Association 


indicates scale economies exist at least 
through $100 million in asset size (1). 
Even FCS associations with portfolios 
of $100 to $200 million exhibit consid- 
erable economies of scale (2). 


The second source of inefficiency has 
been the inability of many associations 
and districts to diversify risks geo- 
graphically or across commodities. 
Most agricultural areas are dominated 
by the production of a limited number 
of commodities. The historical devel- 
opment of the FCS precluded associa- 
tions and banks from diversifying 
across loan types, e.g., for cooperatives, 


Cooperative lending associations including ACA’s,FLCA’s, FLBA’s, and PCA’s 


All Farm Credit System Banks including FCB’s, FICB’s, FLB’s, and BC’s 


BC: Bank for Cooperatives including Central Bank for Cooperatives and, after 1988, Cobank. 


The National Bank for Cooperatives, established in 1989 following the merger of 10 
of the 12 district Banks for Cooperatives with the Central Bank for Cooperatives. 


The Farm Credit Administration, the independent Federal agency that regulates 
the Farm Credit System. 


Farm Credit Bank—district bank created from the merger of the FLB and FICB in 
each district except Jackson. 


Federal Intermediate Credit Bank 


Federal Land Bank 


Federal Land Bank Association 


Federal Land Credit Association 


FAC: 
Funding Corporation: 
Insurance Corporation: 


Insurance Fund: 


Farm Credit Financial Assistance Corporation 
Federal Farm Credit Banks Funding Corporation 
Farm Credit System Insurance Corporation 


Farm Credit Insurance Fund maintained by the 


Insurance Corporation 


40 





Agricultural Income and Finance--March 1992 









a 


for real estate purposes, and for nonreal 
estate purposes. A traditional emphasis 
within the System on local control of the 
cooperative associations limited their 
size and, thus, their diversification 
potential. 


Banks Consolidate 


Until the FCS was reorganized under 
the Agricultural Credit Act of 1987, P.L. 
100-233, it included 37 constituent 
banks. Each of the 12 Farm Credit Dis- 
tricts was served by a Federal Interme- 
diate Credit Bank, a Federal Land Bank, 
and a Bank for Cooperatives. In addi- 
tion, there was a Central Bank for Co- 
operatives in Denver, Colorado. Each 
type of bank was chartered to provide 
loans for specific agricultural purposes. 
Federal Land Banks (FLB’s), through 


their related Federal Land Bank Asso- 


ciations (FLBA’s), made farm real es- 
tate loans. Federal Intermediate Credit 
Banks (FICB’s) and Production Credit 
Associations (PCA’s) made production 
loans and intermediate-term loans. 
Banks for Cooperatives (BC’s) pro- 
vided credit to agricultural coopera- 
tives. The Agricultural Credit Act of 
1987 legislated a number of changes in 
this structure. 


The Act mandated that within 6 months 
of its enactment the FLB and FICB in 
each district would merge horizontally 
to form a district Farm Credit Bank 
(FCB). These mergers were success- 
fully completed in 11 of the 12 districts. 
No merger occurred in the Jackson dis- 
trict because the FLB was placed in 
receivership and liquidated, leaving the 
FICB without a merger partner. The 


- Farm Credit Administration (FCA) 


transferred long-term lending authority 
for the Jackson district to the Texas FCB 
and moved to force the merger of the 
Jackson FICB into the Texas FCB. The 
Jackson FICB sued to block the forced 
merger and petitioned to create a new 
Jackson FLB as a merger partner. 
Courts subsequently ruled that the FCA 


lacked authority to force the Jackson 


FICB to merge with the Texas FCB. 
However, in the wake of the 1987 Act, 
the FCA claims it no longer has the 
authority to charter FLB’s. 


L Ten of the 12 district BC’s voted to 
~ consolidate with the Central BC to form 


CoBank. This consolidation became ef- 


fective on January 1, 1989. The BC’s in 


the Springfield and St. Paul districts de- 
clined to join this consolidation. How- 
ever, because more than eight of the 
district BC’s voted to consolidate, all 
three remaining banks are allowed to 
compete without territorial restrictions, 
as specified in the Act. 


The Act also established a procedure for 
consolidation of the 12 existing Farm 
Credit Districts into no fewer than 6 
districts. A special committee, consist- 
ing of one member of each FCB board 
and the members of the Board of Direc- 
tors of the FCS Assistance Board, was 
charged with developing a consolida- 
tion proposal. Following FCA approval 
and other prerequisites, a proposal was 
to be submitted to stockholders not later 
than 18 months after the Act’s enact- 
ment (July 6, 1989). However, after 
completing its work in April 1989, the 
special committee concluded that it 
would not propose any mergers. 


The first voluntary interdistrict merger 
between the FCB’s of St. Louis and St. 
Paul was announced last September. 
This merger is set for consummation on 
May 1, 1992, pending approval from 
stockholders in the affected districts, the 
FCA, and the FCS Assistance Board (as 
St. Paul is operating under supervision 
of the Board subsequent to accepting 
financial assistance in 1988). Several 
factors have been cited in fueling this 
merger, including: 


— similarity of operating philosophies; 


— similarity in association structure 
(mostly unmerged, traditional 


-PCA/FLBA); 


— expectations of duplicating cost sav- 
ings achieved by BC mergers in as- 
set/liability management; and 


— wider diversification of agricultural 
production (small grains and 
dairy in St. Paul; corn, oilseeds, and 
livestock in St. Louis). 


Although exploratory talks have been 
held among other FCB’s, no other dis- 
tricts appear to be close to merger. 
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Many Associations Merge and 
Reorganize 


The 1987 Act encouraged associations 
to merge voluntarily. These mergers 
could be with like or complementary 
associations within the same general 
geographical area. Thus, existing 
PCA’s and FLBA’s were encouraged to 
merge to form larger associations. 
PCA’s and FLBA’s could also merge to 
form new associations with both real 
estate and nonreal estate authority. 
These new associations were to be 
known as Agricultural Credit Associa- 
tions (ACA’s). The Act also authorized 
the formation of Federal Land Credit 
Associations (FLCA’s) through the 
transfer of lending authority from 
FCB’s to pre-existing FLBA’s. 


Except for the FLBA’s, each type of 
association is chartered as a direct 
lender, generally holding loans they 
originate in their own portfolio. 
FLBA’s originate loans for the portfo- 
lios of the regional banks, having no 
loan portfolio of their own. Each type 
of association also has a different man- 
date in terms of the types of loans (real 
estate or nonreal estate) it can originate. 
PCA’s have nonreal estate lending 
authority; FLBA’s and FLCA’s have 
real estate lending authority; and ACA’s 
have authority to originate both types of 
loans. 


Even before the consolidations man- 
dated by the 1987 Act, many mergers 
and consolidations were taking place 
among FLBA’s and PCA’s within dis- 
tricts. In 1980, there were 491 FLBA’s 
and 424 PCA’s totaling 915 associa- 
tions. By the end of 1987, after 2 years 
of unprecedented financial pressure, 
these numbers had been reduced to 231 
FLBA’s and 159 PCA’s. Within 2 years 
after passage of the Act, the numbers of 
FLBA’s and PCA’s fell to 147 and 95, 
respectively, at the end of 1989. In ad- 
dition, 39 ACA’s had been created from 
horizontal mergers of PCA’s with 
FLBA’s. 


Two FLCA’s were created by transfer- 
ring lending authority and downloading 
existing long-term loans from the Lou- 
isville FCB to two of its FLBA’s. By 
the beginning of 1992, the total number 
of associations had fallen to 250, of 
which 93 (or 37 percent) were ACA’s 
and FLCA’s. Overall changes in the 
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number and composition of associa- 
tions, over time, are presented in figure 
B-2. Figure B-3 shows the current con- 
figuration of FCS associations by 
district. 


Entities Created To Assist Sys- 
tem Institutions 


To reduce the transaction costs and un- 
certainties of aiding distressed FCS in- 
stitutions, three new agencies were cre- 
ated by the 1987 Act: the Farm Credit 
Assistance Board, the FCS Financial 
Assistance Corporation (FAC), and the 
FCS Insurance Corporation. 


Farm Credit Assistance Board 


The 1987 Act established the Farm 
Credit System Assistance Board to as- 
sist System institutions in regaining 
economic viability and to protect out- 
standing borrower stock. This authority 
expires at the end of 1992. Legislators 
emphasized that the purpose of aiding 
the FCS was to better the lot of farmers 
by continuing to provide credit at rea- 
sonable and competitive rates and not to 
save the System itself. 


The Assistance Board is controlled by a 
three-member Board of Directors, in- 
cluding the Secretaries of Agriculture 
and the Treasury and one agricultural 
producer appointed by the president and 
confirmed by the Senate. 


The primary mechanism for providing 
assistance to the System is through As- 
sistance Board certification of each dis- 
tressed institution’s eligibility to receive 
aid and authorization of specific assis- 
tance through the FCS Financial Assis- 
tance Corporation. This process of cer- 
tification entails several steps. 


A distressed institution must request 
certification. An institution is eligible if 
the book value of its stock and similar 
equities is less than par, or stated value. 
If the value of these securities is less 
than 75 percent of par, the institution 
must request certification. Otherwise, 
the request is at the discretion of the 
institution’s officers. The Assistance 
Board has sole discretion in responding 
to a request for certification and may 
decline to provide assistance, as was the 
case with the Jackson FLB. 


Once an institution has requested certi- 
fication, the Assistance Board can im- 


pose any actions necessary to establish 
prudent operating practices and a return 
to sound financial conditions. These ac- 
tions may include prior approval of 
business plans, operating policies, debt 
issuances, certain personnel matters, or 
requiring a merger with another FCS 
entity. If the Assistance Board deter- 
mines that financial assistance is inap- 
propriate, it can request the appointment 


of a receiver or conservator by the Farm 


Credit Administration and direct the Fi- 
nancial Assistance Corporation to pro- 
vide the receiver with sufficient funds to 
retire equities at par. (After January 1, 
1993, the FCS Insurance Corporation is 
to provide such funds.) 


Once a distressed institution is certified 
and agrees to the conditions, the Assis- 
tance Board can provide the following 
forms of financial aid: 


— authority to issue preferred stock to 
FAC in amounts necessary to main- 
tain the book value of equities at a 
specified level; 


— authority to issue preferred stock to 
FAC in an amount equal to the pre- 
mium to retire high-cost debt at the 
then current market value; and 


Figure B-2--Changes in the Number and Composition of FCS 
Associations, 1980-92 





1980 1985 1986 1987 1988 1989 1990 1991 1992 


Source: FCA Bulletin and FCA Annual Report, various Issues. 
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— at the request of the institution, 
authority to issue preferred stock 
to FAC to facilitate a merger with 
another System entity (3). 


Such assistance may be suspended or 
terminated if the Assistance Board de- 
termines an assisted institution has vio- 
lated the conditions of assistance. 


FCS Financial Assistance 
Corporation 


The FAC must fund assistance to the 
System through the issuance of up to $4 
billion in debt securities. These securi- 
ties must be approved by the Assistance 
Board and are guaranteed by the Secre- 
tary of the Treasury and backed by the 
U.S. Government. They mature 15 
years from the date of issuance and may 
not be issued after September 30, 1992. 
To date, $1.261 billion of FAC securi- 
ties have been issued. 


The authorized uses of the proceeds 
from FAC debt issues include: 


— purchase of preferred stock author- 
ized by the Assistance Board; 


— payments to receivers of institutions 
in liquidation; 


— obligations related to the pre-exist- 
ing Capital Preservation Agreement 
among System institutions; and 


— Assistance Board expenses (3). 
FCS Insurance Corporation 


To provide a permanent mechanism to 
assist distressed FCS institutions, pro- 
tect holders of FCS securities, and 
shield taxpayers from future calls for 
assistance, the 1987 Act established the 
FCS insurance fund. By requiring that 
_ the resources of the fund be exhausted 

before joint and several liability of the 
FCB’s can be invoked, the fund also acts 


as abuffer among banks. This is impor- 


tant because resistance to capital shar- 
ing arrangements at both the association 
and bank levels generated costly and 


time-consuming litigation during the 


1980's. 


The fund is controlled by the FCS Insur- 
ance Corporation and managed by a 
board of directors consisting of the FCA 


Board, which may authorize use of its 
assets as follows: 


— making payments to the FAC in the 
event of default by certified System 
institutions on their obligations, re- 
lated to the issuance of bonds by the 
FAC; 


— making payments of principal and 
interest to the holders of FCS bonds 
in the event of a default by the bank 
having primary liability on such ob- 
ligations; 


— providing funds to an institution that 
is otherwise unable to retire pro- 
tected borrower stock at par value 
and protected participation certifi- 
cates or other similar equities at 
stated value; 


— providing financial assistance in cer- 
tain circumstances to System institu- 
tions, as is deemed appropriate in the 
sole discretion of the Insurance Cor- 
poration; and 


— paying the operating expenses of the 
Insurance Corporation, the only 
authorized use prior to January 1993 
(3). 


Because of the various potential uses of 
the fund, there is no assurance that as- 
sets will be available at any given time 
for any particular use, including the in- 
surance of principal or interest on Sys- 
tem obligations. 


The fund has two primary sources of its 
assets. The first is its initial funding of 
$260 million, transferred from a revolv- 
ing fund previously administered by the 
FCA. The second is premiums assessed 
on FCB’s, on the basis of loans made by 
the banks and their related direct-lend- 
ing associations to borrowers. FCB’s 
may, in turn, assess their direct-lending 
associations. 


The annual premium is based on aver- 
age accrual loans outstanding, average 
nonaccrual loans outstanding, and aver- 
age accrual loans outstanding in Federal 
and State Government guaranteed pro- 
grams. Premiums range from 25 basis 
points for nonaccrual loans to 1.5 basis 
points for accrual loans or loans with 
Federal Government guarantees in ac- 
crual status. Premiums for loans with 
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State government guarantees in accrual 
Status are 3 basis points. These premi- 
ums are to accrue until the fund reaches 
2 percent of aggregate outstanding in- 
sured obligations, or until the FCS In- 
surance Corporation determines the 
fund to be actuarially sound. 


The Farm Credit Administration 


In the course of the 1980’s, the Farm 
Credit Administration (FCA) was trans- 
formed from a functional component of 
the FCS into an arm’s length regulator, 
with powers to ensure the safety and 
soundness of the System. The FCA is 
now an independent Federal regulatory 
agency governed by a three-member 
board. Board members are appointed 
by the president and serve 6-year, stag- 
gered terms. Not more than two mem- 
bers may be from the same political 
party. 


The 1987 Act authorizes the FCA to 
issue regulations governing FCS opera- 
tions and requires the FCA to examine 
each System bank and direct-lending 
association at least once a year. FLBA’s 
must be examined at least once every 3 
years. These examinations follow the 
CAMEL format applied by other finan- 
cial regulators (capital adequacy, asset 
quality, management and administra- 
tion, earnings, and Jiquidity). 


The FCA has the authority to issue 
cease-and-desist orders, suspend or re- 
move directors or officers of System 
institutions, and impose civil fines to 
ensure sound operations and compli- 
ance with Farm Credit laws and regula- 
tions. In addition, the FCA must ap- 
prove the amount, maturities, interest 
rates, and terms and conditions of FCS 
banks participating in each issue of sys- 
temwide debt securities. Any of these 
enforcement powers may be exercised 
to obtain compliance with the terms and 
conditions governing use of financial 
assistance from the Assistance Board. 


Concluding Comments 


Much of the stress that FCS institutions 
experienced during the agricultural debt 
crisis of the 1980’s originated beyond 
the control of the System. However, 
many observers feel that a large portion 
of the negative impact of the crisis could 
have been mitigated by more sophisti- 
cated management practices. To a large 


extent, the FCS has risen to the chal- 
lenge of insulating its financial perform- 
ance from forces beyond its control. 
The restructuring documented in this 
article is one aspect of this process. This 
restructuring has created an arm’s 
length regulator, new institutions for re- 
solving issues of financial distress 
within the FCS, and larger, less risky 
banks and associations. 


In general, the developments in FCS 
structure over the last decade must be 
evaluated as positive from the perspec- 
tive of economic efficiency. The crea- 
tion of FCB’s eliminates duplication of 
functions among formerly separate 
banks and allows for internalization of 
diversification potential across nonreal 
estate and real estate loan portfolios. 


The BC’s have apparently succeeded in 
reducing their operating costs per dollar 
loaned since their merger. The potential 
of FCB’s duplicating this feat remains 
to be realized. 
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Figure B-3--Farm Credit Banks and Affiliated Associations, January 1, 1992 





Associations affiliated with the Texas FCB include 3 PCA’s in New 
Mexico, 2 FLBA’s in Alabama, 2 FLBA’s in Louisana, and 2 FLBA’s in 
Mississippi. Associations affiliated with the Western FCB 


include 1 in Idaho. 


The Federal Intermediate Credit Bank (FICB) of Jackson does not have 
the full lending authority of an FCB. Specifically, it does not have the 
authority to make or provide funding for long-term loans. 
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Appendix table 1--Total farm debt, excluding households, December 31, 1975-91 


Farm Farmers ime Lite Individuals 
Credit Commercial Home insurance Total a Total 
System banks Adm. companies others 1/ debt 


1975 2,225 24,672 4,604 6,198 60,697 24,316 85,013 
1976 29,007 28,077 4,963 6,828 68 ,874 27,191 96,065 
1977 32,992 31,289 6,378 8,150 78,808 32,047 110,855 
1978 37,564 34,435 8,833 9,698 90,529 36,871 127,400 
1979 45,376 37,125 14,442 11,278 108,222 43,329 151,551 
1980 52,974 37,751 464 il 120,187 46,636 166,823 
1981 64 ,565 38,79 20,802 12,150 136,315 49,065 185 , 380 
1982 64,219 41,890 21,274 11,829 139,213 49,592 188,805 
1983 63, 708 45,422 21,428 11,666 142,224 7040 191,065 
1984 ; 47,245 23,262 11,889 147,082 46,699 193, 781 
1985 56,167 44,469 24,534 11,270 136,440 41,150 177,590 
1986 45,905 41,620 24,137 10,374 122,037 34,923 156,960 
1987 40,026 41,130 235,502 9,352 114,060 30,339 144,399 
1988 7,134 42,705 21,851 9,016 110, 705 28,651 139,356 
1989 36,147 44,788 18,969 9,038 108,942 28,191 137,133 

0 2 47,359 16, ; 108,719 27,73 136,458 
1991P 34,334 49,300 17,183 9,989 110,806 28,446 139,255 

Percent change in year 
1975 16.2 9.4 20.6 6.9 12.7 10.6 12.1 
1976 15.0 13.8 7.8 10.2 13.5 11.8 13.0 
1977 ed 11.4 28.5 19.4 14.4 17.9 15.4 
1978 13.9 10.1 38.5 19.0 14.9 15.1 14.9 
1979 20.8 7.8 63.5 16.3 19.5 17.5 19.0 
1980 16.7 here 20.9 6.4 lilieal 7.6 10.1 
1981 21.9 2.8 19.1 1.3 13.4 Bee 11.1 
1982 =Oe5 8.0 255 220 au ie 1.8 
1983 -0.8 8.4 Or -1.4 Ze =e 1.2 
1984 ls) 4.0 8.6 1.9 3.4 -4.4 1.4 
1985 Sime =o 525 aie M2 hale -8.4 
986 =1805 -6.4 =e6 -8.0 -10.6 -15.1 -11.6 
1987 -12.8 har -2.4 -9.9 =O55 = Sioa -8.0 
1988 ote, 3.8 =e -3.6 =29) -5.6 =S520 
1989 = rariG 4.9 = Sie 0.2 =1.6 50 -1.6 
990 30 5.7 -10.8 6.2 =One -1.6 =O53 
1991P -1.5 4.1 1.6 4.1 1.9 2.6 2.1 
Percentage distribution of debt 

1975 29.7 29.0 5.4 hea 71.4 28.6 100.0 
1976 31.2 30.2 232 133 71.7 29.2 100.0 
1977 29.8 28.2 5.8 7.4 WMA 28.9 100.0 
1978 29.5 27.0 6.9 7.6 71.1 28.9 100.0 
1979 29.9 24.5 9.5 7.4 71.4 28.6 100.0 
1980 31.8 22.6 10.5 ae 72.0 28.0 100.0 
1981 34.8 20.9 11.2 6.6 73.5 26.5 100.0 
1982 34.0 22.2 AeS 6.3 evils 26.3 100.0 
1983 33.3 23.8 ite 6.1 74.4 25.6 100.0 
1984 33.4 24.4 12.0 6.1 75.9 24.1 100.0 
1985 31.6 25.0 1355 6.3 76.8 23.2 100.0 
1986 29.2 26.5 15.4 6.6 77.8 22.2 100.0 
1987 etait 28.5 16.3 6.5 79.0 21.0 100.0 
1988 26 30.6 15.7 6.5 79.4 20.6 100.0 
1989 26.4 52K 13.8 6.6 79.4 20.6 100.0 
1990 CnieD 34.7 12.4 7.0 79.7 20.3 100.0 
1991P 24.7 35.4 li2eS (ne 79.6 20.4 100.0 


P = Preliminary. 1/ Includes individuals and others (land for contract, merchants and dealers credit, etc.) and CCC 
storage and drying facilities loans. 
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Appendix table 2--Real estate farm debt, excluding households, December 31, 1975-91 


Debt owed to reporting institutions ccc 
it, (ier Aen tees aos ASS sa aR R RRS Ras Seine seus cee os storage 
Farm Farmers ; Life i Individuals and Total 
Credit Home . insurance Commercial Total a drying real 
System Adm. companies banks others facilities estate 


975 14,533 3,044 6,198 5,621 29,396 15,764 170 45,331 
1976 16,88 3,311 6,828 6,075 33,094 17,258 144 50,496 
1977 19,640 3,613 8,150 38,397 19,556 492 58,445 
1978 eer 3,746 9,698 anit, 43,847 Chile 1,148 66,7 
1979 27,322 6,254 11,278 7,098 52,653 25,660 1,391 79, 704 
1980 33,225 7,435 11,998 7,165 60,423 27,813 1,456 89,692 
1981 40,298 8,096 12,150 eS 68,128 29,318 1,342 98,7. 
1982 43,661 8,298 11,829 7,568 71,356 29,326 1,127 101,809 
1983 44,316 8,572 11,666 8,347 72,902 29,386 888 103,1 
1984 46,594 9,522 11,889 9,626 77,632 28,436 623 106,691 
1985 42,1 9,820 11,270 10, 9 25,773 307 100, 068 
1986 35,589 9,712 10,374 11,942 67,617 22 Ooh 123 90,397 
1987 30,642 9,429 9,352 13,541 62,964 19,377 46 82,387 
9 28,368 8,951 9,016 14,397 60, 731 16,870 21 77, 
1989 26,657 8,126 9,038 15,544 59,366 15,929 12 75,307 
0 25,144 7,544 9,599 16,092 58,378 14,992 7 73,3 
1991P 24,503 7,644 9,989 17,001 59,137 15,461 4 74,601 
Percent change in year 
1975 19.3 5.0 6.9 558 Were, 9.8 -21.7 lilee 
1976 16.2 8.8 10.2 8.1 12.6 9.5 -15.3 11.4 
1977 16.3 9.1 19.4 15.1 16.0 13.3 241.7 15.7 
1978 1535 Sat 19.0 10.3 14.2 11.0 133.3 14.1 
1979 20.4 67.0 16.3 1.0 20.1 geez 21.2 19.5 
1980 21.6 18.9 6.4 -0.4 14.8 8.4 4.7 12.5 
1981 2le5 8.9 ses) =2—5 12.8 5z4 =O 10.1 
1982 8.3 2e5 220 =One 4.7 0.0 -16.0 3.1 
1983 V5 3.3 ail4 10.3 2ne 0.2 -21.2 1.3 
1984 5.1 11.1 1.9 i5e5 6.5 =3i2 -29.8 3.4 
1985 -9.5 Sail Sn Able -4.7 -9.4 -50.7 -6.2 
1986 -15.6 -1.1 -8.0 ies -8.6 =e 21 -59.9 -9.7 
1987 -13.9 “2.9 -9.9 13.4 -6.9 -14.5 -62.6 -8.9 
1988 =ifiaky = Sieve -3.6 6.3 =5.5 -12.9 -54.3 -5.8 
1989 =6.0 -9.2 0.2 8.0 = 225) -5.6 -42.9 -3.0 
1990 a5 iC. milo’ 6.2 525 =et -5.9 -41.7 -2.6 
1991P -2.6 1.3 4.1 Bal 1.3 Se -42.9 1.8 
Percentage distribution of debt 
1975 Sean Gar Set 12.4 64.8 34.8 0.4 100.0 
1976 33.4 6.6 V3x5 12.0 6515 34.2 0.3 100.0 
1977 33.6 6.2 13.9 12.0 65.7 33.5 0.8 100.0 
1978 34.0 5.6 14.5 11.6 6507, 32.5 1.7 100.0 
1979 34.3 7.8 14.2 9.8 66.1 32.2 eit 100.0 
1980 37.0 8.3 13.4 8.7 67.4 31.0 1.6 100.0 
1981 40.8 8.2 12.3 aks 69.0 29.7 1.4 100.0 
1982 42.9 8.2 11.6 7.4 Ave 28.8 vol 100.0 
1983 43.0 8.3 idles, 8.1 Oat 28.5 0.9 100.0 
1984 AS5L, 8.9 lieu 9.0 72.8 26m 0.6 100.0 
1985 42.1 9.8 Ailes Lose 13.9 25.8 0.3 100.0 
1986 39.4 10.7 115 (ia 74.8 eDreal 0.1 100.0 
1987 37.2 11.4 11.4 16.4 76.4 2355 0.1 100.0 
1988 36.5 11.5 11.6 18.5 78.2 eliat 0.0 100.0 
1989 35.4 10.8 12.0 20.6 78.8 Nee: 0.0 100.0 
1990 34.3 1035 13.1 21.9 79.6 20.4 0.0 100.0 
1991P 32.9 10.3 1323 22.8 79.3 21.0 0.0 100.0 


P = Preliminary 
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Appendix table 3--Nonreal estate farm debt, excluding households, December 31, 1975-91 
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Appendix table 5--Selected agricultural interest rates on real estate loans, 1960-91 1/ 
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IV 


quarterly life insurance survey. 


Average interest rate on outstanding 


y ERS from data obtained in a 


m Sector 


Preliminary. 1/ Estimated b 
conomic Indicators of the Far , USDA, ERS. 


P 


omputed from data in E 
excludes farm operator household interest and debt. 


‘ 


NA= Not available. 
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regulator 2/ Bet Applicants sae Denied Withdrawn Pending Approved Active Failure Graduated Other 3/ 

Rtn Nile ian cts Seta: eh ee ee 
FDIC 352 105 36 4 207 112 50 2 17 
Occ 220 65 52 0 103 35 38 21 9 
FRB 10 4 1 0 6 4 a Ae 


1/ Application deadline for program, program runs through gener Ve 1995. 2/ Federal Deposit Insurance 


Corporation (FDIC), Office of the Comptroller of the Currency (OCC ederal : i 
Be ree a ceenatene Severe tinecou y ¢ eral Reserve Board (FRB). 3/ Other includes 


Source: Federal Deposit Insurance Corporation, Office of Supervision and Application. Internal Memorandum, Deputy 


Comptroller, Office of Special Supervision. Board of Governors Fed R i i isi 
Eaaicecitacton, pe pe Ss eral Reserve System, Office of Banking Supervision 


Appendix table 7--Commercial bank real estate lending by type of bank, June 30, 1991 


ww remem ee me em ee ee ee ee eee eee em ee we ee em ew eee ee we ee ee ee ee ee ee ee ee ee ee ee ee em ee ew ee eee ee ee ee em ee ee ee ee ew ee eee eee eee eee eo ece ee 


Real estate Nonperforming Total Nonperforming 
, loans/ real estate/ nonperforming/ real estate/ 
Bank Commercial total total total total Weak 
group banks loans 1/ real estate 2/ loans nonperforming banks 3/ 
No. Percent No. 
All 12,081 40.7 4.89 4.05 49.0 129 
Agricultural — 4,077 41.6 1.87 1.90 40.9 15 
Small nonagricultural 7,384 55.2 eee 2.26 54.3 101 
Urban 5,459 39.7 5.35 4.32 49.1 96 
Rural 6,622 49.3 1.76 1.84 47.4 33 
Large nonagricultural 620 37.0 6.04 4.61 48.6 13 


1/ RE = real estate. 2/ Ninety days past due and still accruing interest plus nonaccruals. 3/ Weak banks are 
banks with total nonperforming loans in excess of total capital. 


Source: Report of Condition and Report of Income files, Board of Governors of the Federal Reserve System. 


Appendix table Peron ol We we nonperforming loans greater than capital, 


Agricultural Nonagricultural Total 

Year 2/ banks banks banks 
Number Pct Number Pct Number Pct. 
1983 40 0.78 102 1.10 142 0.98 
1984 1 94 1.00 187 1.30 
1985 141 2.91 130 less 273 1.91 
1986 158 3.36 230 2.47 388 2.00 
1987 1.88 241 2.67 325 2.41 
1988 54 lees 238 2.76 292 2.30 
1989 31 0.74 181 2.14 212 1.68 
1990 13 0.32 130 1.58 143 Nese 
1991 15 0.37 114 1.42 129 1.07 


1/ Loans past due 90 days or more and still accruing interest plus loans 
in nonaccrual status are considered nonperforming. Total capital includes 
total equity capital plus allowance for loan and lease losses plus minority 
interest_in consolidated notes and debentures. 2/ The 1991 numbers are as 
of June 30, all others are December 31. 


Source: Calculated from the Report of Condition and Report of Income 
files, Board of Governors of the Federal Reserve System. 
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Appendix table 9--Commercial bank failures, 1980-91 


Agricultural Nonagricultural Total 1/ 

Year banks banks banks 

Number Pct. 2/ Number Pct. Number Pct. 
1980 0 0.00 10 0.11 10 0.07 
1981 1 0.02 9 0.10 10 0.07 
1982 10 0.19 23 0.25 33 0.23 
1983 7 0.14 37 0.40 44 0.31 
1984 31 0.62 47 0.50 78 0.54 
1985 69 1.42 49 0.52 118 0.83 
1986 66 1.41 78 0.84 144 1.03 
1987 75 1.67 127 1.41 202 1.50 
1988 41 0.95 180 2.09 221 Tach 
1989 22 0.53 184 2.18 206 1.63 
1990 18 0.44 141 1.76 159 1.30 
1991 10 NA 98 NA 108 NA 
Total 350 NA 970 NA 1,320 NA 


NA=Not available. 1/ Totals exclude mutual savings banks, savings and 
loan associations, commercial banks not insured by the FDIC, and banks 
headquartered in U.S. possessions and territories. Failures are those 
declared insolvent and closed by their chartering authorities plus those 
granted opeD bank assistance by the FDIC. 2/ Failures as a percent of 
total banks of this type. 


Source: Calculated from information provided by the Federal Deposit 
Insurance Corporation and the Report of Condition and Report of Income 
files, Board of Governors of the Federal Reserve System. 


Appendix table 10--Changes in the number and composition of Farm Credit System associations, 1980-92 1/ 


wee ee ee ee ee ee ee ee ee ewe ee ee ee eee ee ee ee ee ew ee ee ee ee eee ee ee ee ee ee ee ee ee ee ee ee ee ee ee eee ee ee ee ee ee em ee ee eee eee ee eee eee cee 


Type 1980 1985 1986 1987 1988 1989 1990 1991 1992 
wf <= so pn nie nt R= hin» rnp ip | ~~ <add RR detec ae Re Numbefia----b-+s + +>arnh= tvs 
Federal Land Bank Associations 491 437 388 232 232 154 146 95 85 
Production Credit Associations 424 364 315 155 145 94 84 82 72 
Agricultural Credit Associations 0 0 0 0 0 33 40 66 70 
Federal Land Credit Associations 0 0 0 0 2 2 2 19 23 
Total Associations 915 801 703 387 377 283 272 262 250 


1/ Numbers of associations as of January 1, for each year except for 1991 which is reported as of April 1. 


Source: FCA Bulletin and FCA Annual Report, various dates. 
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Get these timely reports from USDA’s 
| Economic Research Service 


These periodicals bring you the latest information on food, the farm, and rural 
America to help you keep your expertise up-to-date. Order these periodicals to 
get the latest facts, figures, trends, and issues from ERS. 


Agricultural Outlook. Presents USDA’s farm income and food price forecasts. Emphasizes the short- 
term outlook, but also presents long-term analyses of issues ranging from international trade to U.S. land use 
and availability. Packed with more than 50 pages of charts, tables, and text that provide timely and useful infor- 
mation. 


Economic Indicators of the Farm Sector. Updates economic trends in U.S. agriculture. Each issue 
explores a different aspect of income and expenses: national and State financial summaries, production and effi- 
ciency statistics, and costs of production for livestock and dairy and for major field crops. 


Farmline. Concise, fact-filled articles focus on economic conditions facing farmers, how the agricultural en- 
vironment is changing, and the causes and consequences of those changes for farm and rural people. Synthe- 
sizes farm economic information with charts and statistics. 


Food Review. Offers the latest developments in food prices, product safety, nutrition programs, consump- 
tion patterns, and marketing. 


Foreign Agricultural Trade of the United States. Every 2 months brings you quantity and value 
of U.S. farm exports and imports, plus price trends. Subscription includes two big 300-page supplements con- 
taining data for the previous fiscal or calendar year. A must for traders/ 


Journal of Agricultural Economics Research. Technical research in agricultural economics, in- 
cluding econometric models and statistics on methods employed and results of USDA economic research. 


Rural Conditions and Trends. Tracks rural events: macroeonomic conditions, employment and under- 
employment, industrial structure, earnings and income, poverty and population. 


Rural Development Perspectives. Crisp, nontechnical articles on the results of the most recent and the 
most relevant research on rural areas and small towns and what those results mean. 
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of all major agricultural commodities and related topics such as finance, farm inputs, 
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For fastest service, call our order desk toll free: 1-800-999-6779 
(8:30-5:00 ET in the U.S. and Canada; other areas please call 301-725-7937) 


e Use purchase orders, checks drawn Name 
on U.S. banks, cashier’s checks, or 
international money orders. 


e Make payable to ERS-NASS. 


e Add 25 Peres nt for shipments to for- Address 
re 


eign addresses (includes Canada). 


Organization 


City, State, Zip 


[_] Bill me. [_] Enclosed is $ 
Credit Card Orders: 
[-] MasterCard [-] VISA Totalcharges$ 


Credit card number: 





Daytime phone ( ) 


Month / Year 


Complete both sides of this order form and mail to: 
ERS-NASS 
P.O. Box 1608 
Rockville, MD 20849-1608 












Video Documentary 





Ethanol: Economic and 
Policy Tradeoffs 





The U.S. experimented with alcohol fuels as early as 1913, and today con- 
cern about environmental quality, energy Seta and the agricultural econ- 
omy has once again stirred public interest in the benefits of ethanol. 


“Ethanol: Economic and Policy Tradeoffs’ reviews the history of ethanol 
production, and the make-up of the current ethanol industry, and investi- 
gates how ethanol can contribute to national goals. This educational proram 
establishes an information base for making educated decisions concerning 
the ethanol industry. 


Central to the program is the idea of tradeoffs. Ethanol may save money in 
one area, and drain the treasury in another. Or ethanol may raise prices for 
one crop, and drive other crop prices down. As the program explains, 
“virtua M every economic and policy aspect of ethanol production involves 
a tradeoff in some other economic or policy area.” Order VT006, $15.00. 


For fastest service, call our order desk toll free, 1-800-999-6779 
(8:30-5:00 E.T. in the United States and Canada; 


other areas, please call 301-725-7937) 





¢ Use purchase orders, checks drawn on Name 
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international money orders. Organization 

* Make payable to ERS-NASS. Address 

* Add 25 percent extra for shipments to City, State, Zip 


foreign addresses (including Canada). 
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MOVING? To change your address, send 
this sheet with label intact, showing new 


address to: EMS Information, Rm 228, 
1301 New York Ave., NW, Washington, 
DC 20005-4789 
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Subscribe to Agricultural Income and Finance Situation and Outlook today! If you already subscribe to this 
timely periodical, note that your subscription expires in the month and year shown on the top line of your mail- 
ing label. The expiration date will appear in one of two formats: FEB93 (for February 1993) or 930430 (for 
April 30, 1993). Disregard this notice if no renewal date appears. Call toll free, 1-800-999-6779, and tell us 
whether you want to subscribe or renew, or return this form to: ERS-NASS, P.O. Box 1608, Rockville, MD 
20849-1608. 


Agricultural Income and Finance Situation and Outlook 


1 Year 2 Years 3 Years 
) Yes! | want to start my subscription. Domestic OQ $12.00 QO $23.00 Q $33.00 
QO) Yes! | want to renew my subscription. Foreign Q $15.00 QO $28.75 UO $41.25 
New subscribers: Renewals: 
Name: 


Address: 

City, State, Zip: 

Daytime phone: ( ) 

Payment method: 
Use purchase orders, checks drawn on U.S. banks (and in U.S. funds), 


O Bill me. cashier’s checks, or international money orders. Make payable to 
QO) Enclosed is $ ERS-NASS. Please do not send cash. 


ATTACH MAILING LABEL HERE 
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Credit card Card expiration 
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For fastest service, call our toll-free order desk 1-800-999-6779, 
in the U.S. and Canada; other areas please call 301-725-7937 





